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LETTER  OF  TRANSMITTAL 


Department  of  Agriculture, 
Washington,  D.  C.,  January  15 , 1935. 

Col.  Edwin  A.  Halsey, 

Secretary  of  the  Senate , Washington , D.  C. 

Dear  Colonel  Halsey:  Pursuant  to  Senate  Resolution  17,  Jan- 
uary 3 (calendar  day,  January  7),  1935,  I am  submitting  to  you  a 
report  prepared  and  just  now  presented  to  me  in  final  form  by  Gardi- 
ner C.  Means,  economic  adviser  on  finance,  touching  the  subject  of 
industrial  prices  and  their  relative  inflexibility. 

I presume  that  this  is  the  “certain  study,  memorandum,  or  report” 
to  which  the  Senate  resolution  refers,  since  Dr.  Means  has  made  no 
study  or  report  “relative  to  monopolistic  influence  upon,  or  monop- 
olistic control  of,  industrial  prices.”  His  report  deals  with  the 
administrative  character  of  a large  body  of  industrial  prices  and 
places  particular  emphasis  on  the  inflexibility  of  prices  in  industries 
in  which  active  competition  is  present. 

Sincerely, 

H.  A.  Wallace, 

Secretary. 
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United  States  Department  of  Agriculture, 

Washington,  January  15,  1935. 

I am  herewith  submitting  a report  containing  the  results  of  (1)  a 
study  into  the  behavior  of  prices  during  the  depression  and  (2)  an 
interpretation  of  the  meaning  of  the  price  inflexibilities  which  the 
study  disclosed.  The  study  was  undertaken  to  throw  light  on  the 
disparities  which  existed  between  agricultural  and  industrial  prices. 
Its  results  cast  light  on  the  character  of  the  maladjustments  which 
burden  our  whole  American  economy  and  suggest  the  route  toward 
basic  economic  readjustment. 

The  report  was  first  prepared  in  preliminary  form  and  circulated 
for  criticism  among  economists  and  others  in  the  administration. 
The  statistical  findings  and  their  implications  for  monetary  policy 
were  presented  to  a joint  session  of  the  American  Statistical  Associa- 
tion and  the  Econometric  Society  at  Chicago,  December  27,  1934. 
The  final  report  has  been  prepared  in  the  light  of  the  criticisms 
offered  on  the  earlier  reports  and  does  not  differ  in  essentials  from  the 
report  in  its  preliminary  form. 

Gardiner  C.  Means, 
iv 
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N.  R.  A.,  A.  A.  A.,  AND  THE  MAKING  OF  INDUSTRIAL 

POLICY 

By  Gardiner  C.  Means,  economic  adviser  on  finance  to  the  Secretary  of 

Agriculture 

INTRODUCTION 

The  attached  charts  point  to  the  wide-spread  presence  in  our  econ- 
omy of  inflexible  administered  prices  which  have  produced  highly 
disrupting  effects  in  the  functioning  of  the  economy  and  which  are 
largely  responsible  for  the  failure  of  a policy  of  laissez  faire.  The 
charts  indicate  that  there  are  two  essentially  different  types  of 
market  in  operation — the'^aditional  market  in  which  supply  and 
demand  are  equated  by  a flexible  price  and  the  administered  market 
in  which  production  and  demand  are  equated  at  an  inflexible  adminis- 
tered price.]  In  the  first  type  of  market  economic  adjustments  are 
brought  about  primarily  by  fluctuations  in  price.  In  the  second  type 
of  market  economic  adjustments  are  brought  about  primarily  by 
changes  in  volume  of  production,  while  price  changes  are  of  secondary 
significance  in  producing  adjustment. 

The  difference  between  market  prices  and  administered  prices  is 
clear.  A market  price  is  one  which  is  made  in  the  market  as  the 
result  of  the  interaction  of  buyers  and  sellers.  The  prices  of  wheat 
and  cotton  are  market  prices  as  are  many  other  agricultural  products. 
This  is  the  type  of  price  around  which  traditional  economic  theory 
has  been  built. 

An  administered  price  is  essentially  different.  It  is  a price  which  is 
set  by  administrative  action  and  held  constant  for  a period  of  time. 
We  have  an  administered  price  when  a company  maintains  a posted 
price  at  which  it  will  make  sales  or  simply  has  its  own  prices  at  which 
buyers  may  purchase  or  not  as  they  wish.  Thus,  when  the  General 
Motors  management  sets  its  wholesale  price  for  a particular  model 
and  holds  that  price  for  6 months  or  a year  the  price  is  an  adminis- 
tered price.  Many  wholesale  and  most  retail  prices  are  administered 
rather  than  market  prices.  For  administered  prices  the  price  is 
rigid,  at  least  for  a period  of  time,  and  sales  (and  usually  production) 
fluctuate  with  the  demand  at  the  rigid  price. 

Administered  prices  should  not  be  confused  with  monopoly.  The 
presence  of  administered  prices  does  not  indicate  the  presence  of 
monopoly  nor  do  market  prices  indicate  the  absence  of  monopoly. 
In  many  highly  competitive  industries,  such  as  the  automobile 
industry,  prices  are  made  administratively  and  held  for  fairly  long 
periods  of  time.  On  the  other  hand,  it  is  conceivable  that,  in  a 
monopolized  industry  the  product  might  be  turned  out  according 
to  some  fixed  production  schedule  and  sold  for  what  it  would  bring  in 
the  market  regardless  of  price.  Thus,  in  the  first  case,  we  would  have 
administered  prices  in  a competitive  industry  and  in  the  second 
market  prices  in  a monopolized  industry.  In  general,  monopolized 
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industries  have  administered  prices,  but  so  also  do  a great  many 
vigorously  competitive  industries  in  which  the  number  of  competitors 
is  small.  The  bulk  of  the  administered  prices  shown  below  are  in 
competitive  industries. 

Chart  I indicates  the  very  great  importance  of  administered  prices 
in  the  American  economy.  It  shows  all  the  commodities  making  up 
the  Bureau  of  Labor  Statistics’  wholesale  price  index  (except  railroad 
and  utility  rates  and  a few  composite  items)  distributed  according  to 
frequency  of  price  change.  The  chart  covers  the  number  of  changes 
from  month  to  month  for  each  item  during  the  8-year  period  from 
1926  to  1933.  In  the  right-hand  column  of  the*  chart  are  125  items 


No.  I 


Rigid  and  Flexible  Prices 

7A7  ITEMS  FROM  B.L.S.  WHOLESALE  PRICE  INDEX  DISTRIBUTED  ACCORD!  MG  T,0  FREQUENCY  OF  PRICE  CHANGE 


(3)  CHANGED  ATTHE  RATE  OF  MORE  THAN  ONCE  EVE  A Y MONTHS  AMO  LESS  THAN  3 TIMES  EVERY  N MONTHS 

(<*)  CHANGED  AT  THE  RATE  OF  AT  LEAST  3 TIMES  EVERY  R MONTHS  I 


which  changed  practically  every  month  in  the  8 years.  In  the  left- 
hand  column  are  95  items  which  changed  price  less  than  five  times  in 
8 years.  The  remaining  527  items  fall  between  these  extremes. 
The  U-shaped  character  of  the  distribution  curve  carries  the  usual 
suggestion  that  there  are  two  quite  different  type  of  price.  It 
is  clear  that  the  highly  flexible  prices  of  the  right-hand  group  of  items 
are  for  the  most  part  made  in  the  market,  and  are  the  type  of  prices 
around  which  traditional  economic  analysis  has  been  built.  The 
inflexible  prices  of  the  group  of  items  at  the  left  of  the  chart  are 
established  administratively  and  held  for  appreciable  periods  of  time. 
More  than  half  the  items  covered  in  the  chart  averaged  less  than 
three  changes  a year.  These  items  represent  a type  of  price  essentially 
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different  in  its  effects  from  the  flexible  market  price  on  which  the 
policy  of  laissez  faire  has  been  founded. 

Chart  2 shows  clearly  that  frequency  of  price  change  and  magnitude 
of  price  change  in  the  depression  have  gone  together.  In  this  chart 

No.  2 

Delation  Between  Frequency  of  Price  Change  and  Magnitude  of 
Price  Change  During  Depression.  Distribution  of 750  Price 
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the  same  items  as  in  chart  1 are  distributed  along  the  horizontal  axis 
according  to  the  same  scale  of  frequency  of  price  change  used  in  the 
first  chart  while  the  vertical  scale  represents  the  ratio  of  prices  in 
1932  to  prices  in  1929  taken  as  100.  Each  dot  represents  one  item 
and  its  distance  from  the  base  line  of  100  reflects  its  price  change 
between  1929  and  1932.  If  it  is  below  the  base  line  it  has  fallen 


109051—35 2 


4 INDUSTRIAL  PRICES  AND  THEIR  RELATIVE  INFLEXIBILITY 


during  the  depression;  if  above,  it  has  risen.  At  the  right  are  the 
flexible  priced  items  whose  prices  in  1932  centered  around  a price 
level  half  that  of  1929,  while  the  bulk  of  the  administered  prices  at 
the  left  are  centered  around  90  percent  of  the  predepression  levels 
though  with  a considerable  dispersion.  The  items  which  changed 
frequently  in  price  show  a large  drop  during  the  depression  while 
those  having  a low  frequency  of  change  tended  to  drop  only  a little 
in  price. 

Chart  3 indicates  even  more  clearly  this  tendency  of  frequency 
of  price  change  and  magnitude  of  price  drop  in  the  depression  to  go 

No.  3 

Relation  between  Frequency  of  Price  Change  and  magnitude 
of  price  change  During  depression 
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together.  It  shows  10  unweighted  price  indexes  computed  by 
grouping  into  one  index  the  prices  of  items  which  did  not  change  at 
all  in  the  8-year  period;  grouping  in  another  index  those  which  changed 
in  price  every  month;  and  dividing  the  remaining  items  into  8 groups 
approximately  equal  in  number,  selected  and  arranged  according  to 
increasing  frequency  of  price  change.  Again,  the  big  drop  in  price  is 
in  the  items  which  were  clearly  not  administered  while  the  adminis- 
tered prices  tended  to  show  less  price  drop. 

Charts  4 and  5 indicate  the  wholly  different  economic  effect  of 
flexible  market  prices  and  inflexible  administered  prices.  Chart  4 
shows  the  character  of  the  adjustment  which  takes  place  in  a market  of 
the  traditional  type  in  which  prices  are  flexible.  It  reflects  the  change 
in  prices  and  production  for  agriculture  as  a whole  during  the  depres- 
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sion.  Not  until  the  control  program  in  1933  was  there  any  significant 
drop  in  agricultural  production.  Practically  the  whole  impact  of  fall- 
ing demand  worked  itself  out  in  falling  prices. 

No.  4 

PRICES  AND  PRODUCTION  FOR  AGRICULTURE.  1926*1933 

(1926*100) 


No.  5 

PRICES  AND  PRODUCTION  FOR  THE  AGRICULTURAL 
IMPLEMENTS  INDUSTRY,  1926*1933 
(1926-100) 
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Chart  5 shows  in  somewhat  exaggerated  form  the  opposite  develop- 
ment which  takes  place  in  a market  of  the  second  type  in  which  prices 
are  held  essentially  rigid  by  administrative  action.  It  reflects  the 
changes  of  prices  and  production  of  agricultural  implements.  Prac- 
tically the  whole  of  the  impact  of  falling  demand  worked  itself  out  in 
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falling  production  and  only  to  a secondary  extent  by  falling  prices. 
The  exaggeration  comes  partly  from  the  fact  that  such  partially  coun- 
terbalancing items  as  improvements  in  quality  and  reduction  in  the 
direct  costs  of  production  are  nowhere  indicated  and  partly  because 
•certain  minor  concessions  in  the  time  payments  on  certain  items  were 
made,  based  on  fluctuations  in  the  price  of  certain  agricultural  products. 
Neither  of  these  affect  the  essential  picture  told  by  the  chart,  the  rigid 
prices  and  fluctuating  production,  which  is  in  so  much  contrast  to 
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the  flexible  prices  and  stable  production  assumed  by  traditional  econo- 
mists and  typical  of  the  field  of  agriculture. 

Chart  6 indicates  the  difference  in  economic  effect  of  administered 
and  market  prices.  It  shows  the  relative  changes  in  prices  and  pro- 
duction for  the  consumers  perishable-  and  semiperishable-goods 
industries  and  the  capital-goods  industries.  For  consumers’  goods, 
prices  dropped  appreciably  while  production  dropped  to  a lesser 
extent.  For  the  capital-goods  industries,  the  prices  dropped  little 
while  production  dropped  out  from  under  the  relatively  inflexible 
prices.  An  important  part  of  the  difficulties  in  the  capital-goods 
industries  must  be  attributed  to  this  fact  that  prices  did  not  adjust. 
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Chart  7 indicates  the  disrupting  effect  of  administered  ^prices  on,' 
the  price  structure.  It  shows  the  downswing  of  prices  during  the 
depression  and  their  subsequent  upswing  since  March  1933.  The 

CHART  7 

relative  PmCE  Changes  for  ten  Commodity  Groups  arranged  according 

TO  INCREASING  FREQUENCY  OF  PRICE  CHANGE 


COMMODITY  GROUPS 

LOW  FREQUENCY  OF  PRICE  CHANGE  HIGH  FREQUENCY  OF  PRICE  CHANGE 
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indexes  for  the  same  10  commodity  groups  covered  in  chart  3 are 
arranged  in  a new  fashion  with  time  represented  by  the  successive 
lines  on  the  chart  and  the  price  relatives  for  different  commodity 
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groups  arranged  along  the  horizontal  axis  according  to  increasing 
frequency  of  price  change.  Thus,  at  the  left  are  the  commodity 
groups  made  up  of  items  that  changed  infrequently  in  price.  At  the 
right  are  the  commodity  groups  made  up  of  items  which  changed 
price  frequently.  Each  group  is  represented  by  a series  of  dots  indi- 
cating the  level  of  prices  at  successive  dates  with  the  1929  prices  as 
100.  Thus,  the  prices  of  group  X dropped  as  follows:  1929,  100; 
January  1930,  91;  January  1931,  64;  January  1932,  52;  January  1933, 
41.  For  the  inflexible  group  I,  prices  remained  constant.  For 
intermediate  groups,  the  successive  prices  fell  to  intermediate  degrees. 
Each  line  on  the  chart  ties  together  the  price  relatives  of  the  10 
different  commodity  groups  at  one  particular  date.  Thus,  for  Jan- 
uary 1930,  the  price  relatives  for  the  10  groups  lie  along  the  second 
line  while  their  price  relatives  for  January  1933  lie  along  the  bottom 
line.  The  progress  of  the  depression  is  shown  by  the  general  swing 
down  of  the  successive  lines.  The  whole  price  structure  pivoted 
around  the  rigid  prices.  The  relative  uniformity  of  the  swing  down 
should  be  noted  for  it  seems  to  reflect  a very  real  set  of  basic  price 
relationships.  The  corresponding  upswing  of  prices  since  March 
1933,  is  shown  in  the  lower  part  of  the  chart. 

If  the  corresponding  indexes  of  production  for  each  group  of  items 
were  available,  they  would  show  that  the  downswing  of  production 
had  pivoted  around  the  group  of  flexible  priced  commodities.  Produce  I 
tion  at  the  right  of  the  chart  would  have  stayed  up  while  production 
at  the  rigid  price  end  of  the  chart  would  have  chopped  most.  While 
exactly  corresponding  production  figures  are  not  available,  the  rela- 
tion of  price  drop  and  production  drop  for  10  major  industries  from 
1929  to  the  spring  of  1933  are  shown  below: 
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One  can  make  the  broad  generalization,  having  of  course  many  ; 
exceptions,  that  for  industries  in  which  prices  dropped  most  during 
the  depression  production  tended  to  drop  least,  while  for  those  in 
which  prices  were  maintained  the  drop  in  production  was  usually 
greatest.  Indeed,  the  whole  depression  might  be  described  as  a general 
dropping  of  prices  at  the  flexible  end  of  the  price  scale  and  a dropping  j 
of  production  at  the  rigid  end  with  intermediate  effects  between. 

* ****** 

The  shift  from  market  to  administered  prices  reflected  in  the  fore- 
going  charts  is  the  development  which  has  destroyed  the  effective  j 
functioning  of  the  American  economy  and  produced  the  pressures 
which  culminated  in  the  new  economic  agencies  of  government. 

The  following  memorandum  attempts  to  examine  the  implications 
of  this  shift  as  they  relate  to  national  policy  and  particularly  to  the  I 
structure  and  functions  of  A.  A.  A.  and  N.  It.  A. 
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PART  I.  THE  BASIC  CAUSE  FOR  THE  FAILURE  OF  A LAISSEZ  FAIRE 

POLICY 

1.  The  National  Recovery  Administration  and  Agricultural  Adjust- 
ment Administration  were  created  in  response  to  an  overwhelming 
demand  from  many  quarters  that  certain  elements  in  the  making 
of  industrial  policy  (including  agriculture  as  an  industry)  should  no 
longer  be  left  to  the  market  place  and  the  price  mechanism  but  should 
be  placed  in  the  hands  of  administrative^bodies^-code  authorities, 
crop  control  committees,  etc.  Tins  demand  is  not  only  a product 
of  emergency  conditions,  but  is  also  a reflection  of  more  basic  dis- 
satisfactions with  the  results  of  laissez  faire,  such  as  are  reflected  in 
the  demands  for  weakening  the  antitrust  laws,  strengthening  labor 
organization,  intervening  to  aid  the  farmers,  and  for  such  economic 
reorganization  as  will  bring  the  higher  standard  of  living  made  pos- 
sible by  modern  technology. 

2.  The  whole  trend  of  social  development  both  in  this  country  and 
abroad  has  been  to  recognize  the  failure  of  a complete  laissez  faire 
policy. 

3.  The  basic  cause  for  the  failure  of  a laissez-faire  policy  is  to  be 
found  in  the  very  same  forces  which  have  made  possible  a high 
standard  of  living  for  all,  namely,  the  gradual,  century-long  shift 
from  market  to  administrative  coordination  of  economic  activity 
which  has  resulted  in  modern  industrial  organization  and  modern 
technology.  This  shift  to  administration  has  brought  a new  type  of 
competition  and  inflexible  administered  prices  which  disrupt  the  work- 
ings of  the  market. 

4.  A century  ago  the  great  bulk  of  economic  activity  in  the  United 
States  was  conducted  on  an  atomistic  basis  by  individuals  or  families — 
as  is  most  of  agriculture  today— while  the  actions  of  the  separate 
individuals  were  coordinated  by  the  market.  The  individual  pro- 
duced for  sale  and  his  activity  was  geared  to  and  in  part  controlled 
by  flexible  market  prices.  Balance  between  the  actions  of  individuals 
was  maintained — insofar  as  it  was  maintained — by  the  impersonal 
forces  of  the  market  and  the  law  of  supply  and  demand.  Through 
the  market,  the  apparently  unrelated  activities  of  individuals  were 
thus  made  to  mesh  into  a single  coordinated  whole  and  industrial 
policy  was  made  by  the  market  as  a result.  The  policy  of  laissez 
faire  has  rested  on  the  assumption  that  the  market  would  continue 
to  make  industrial  policy  and  would  remain  a satisfactory  coordinating 
mechanism. 

5.  But  gradually  more  and  more  of  economic  coordination  has  been 
accomplished  administratively.  Great  numbers  of  individuals  have 
been  drawn  into  large  factories  or  business  organizations  and  their 
activities  have  come  to  be  coordinated  within  the  separate  enterprises 
by  administrative  action.  In  a single  factory  the  separate  activities 
of  thousands  of  workers  are  coordinated  by  the  factory  management 
so  as  to  mesh  into  a single  producing  organization.  Within  single 
corporate  enterprises,  tens  and  even  hundreds  of  thousands  of  indi- 
viduals have  their  economic  activity  coordinated  by  administrative 
direction.  In  1929  the  activity  of  over  400,000  workers  was  meshed 
into  a great  communication  system  by  the  management  of  the  Amer- 
ican Telephone  & Telegraph  Co.  Contrast  the  coordination  and  bal- 
ance among  this  group  of  workers  with  that  among  400,000  separate 
farmers  whose  action  in  producing  more  or  less  of  each  product  is 
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controlled  and  balanced  only  by  the  market.  In  the  first,  we  have 
the  extreme  of  administrative  coordination;  in  the  second,  the  ex- 
treme of  market  coordination. 

6.  The  shift  from  market  to  administrative  coordination  has  gone 
so  far  that  a major  part  of  American  economic  activity  is  now  car- 
ried on  by  great  administrative  units — our  great  corporations.  More 
than  half  of  all  manufacturing  activity  is  carried  on  by  200  big  cor- 
porations while  big  corporations  dominate  the  railroad  and  public- 
utility  fields  and  play  an  important  role  in  the  fields  of  construction 
and  distribution. 

7.  This  development  of  administrative  coordination  has  made  pos- 
sible tremendous  increases  in  the  efficiency  of  industrial  production 
within  single  enterprises.  The  large  number  of  workers  brought  into 
a single  organization  has  allowed  a high  degree  of  subdivision  of  labor 
and  the  use  of  complicated  series  of  machines  so  that  the  volume  of 
production  has  been  expanded  way  beyond  the  capacity  of  the  same 
number  of  workers  operating  independently.  Organization  has  made 
for  rapid  and  extensive  development  of  technology  and  the  improving 
technology  in  turn  has  increased  the  advantages  of  administrative 
coordination.  The  telephone,  the  automobile,  modern  plumbing,  are 
the  joint  product  of  technology  and  administration.  The  possibility 
of  a high  standard  of  living  for  all  rests  on  these  two  interrelated 
factors. 

8.  But  the  very  concentration  of  economic  activity  which  brought 
increased  productivity  has  by  its  nature  destroyed  the  free  market 
and  disrupted  the  operations  of  the  law  of  supply  and  demand  in  a 
great  many  industries  and  for  the  economy  as  a whole.  (See  appen- 
dixes A and  B.) 

9.  Evidence  of  this  disruption  is  to  be  found  in  the  administrative 
character  and  relative  inflexibility  of  price  in  a great  many  industries 
and  the  fact  that  on  the  whole  prices  during  the  depression  have 
tended  to  go  down  least  where  the  drop  in  demand  has  been  greatest. 

10.  The  failure  of  prices  to  adjust  is  perfectly  familiar  to  business 
men  in  nearly  every  industry.  But  the  implications  of  this  familiar 
fact  for  the  economy  as  a whole  have  not  been  recognized. 

11.  In  a large  part  of  industry,  the  market  is  not  equating  supply 
and  demand  through  a flexible  price  mechanism,  but  is  bringing  an 
adjustment  of  production  to  demand  at  administratively  determined 
prices.  Thus,  General  Motors  may  set  the  f.  o.  b.  price  of  a 1934 
Chevrolet  at  $500  and  produce  the  half  million  cars  demanded  at 
that  price,  yet  be  willing  and  eager  to  produce  and  sell  a million 
cars  at  that  price  if  only  there  were  buyers.  (See  appendix  C.) 

12.  The  presence  of  administered  prices,  while  it  does  not  indicate 
monopoly,  does  mean  that  the  number  of  concerns  competing  in  the 
market  has  been  reduced  to  the  point  that  the  individual  concern 
has  a significant  power  to  choose  within  limits  between  changing  its 
prices  and  changing  its  volume  of  production  or  sales.  (See  appendix 
D.)  When  any  small  drop  in  demand  occurs,  it  is  in  a position  to 
hold  its  price  and  reduce  its  production  without  losing  all  its  business. 
As  a result  it  tends  to  hold  up  price  and  reduce  volume  of  production 
for  the  industry  as  a whole. 

13.  But  this  means  that  individuals  have  a direct  power  over 
industrial  policy  which  they  exercise  in  making  business  policy  for 
their  own  enterprise. 
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14.  The  distinction  drawn  here  between  industrial  policy  and 
business  policy  is  of  the  greatest  importance. 

15.  According  to  laissez  faire  principles,  industrial  policy  was  sup- 
posed to  result  from  the  interaction  in  the  market  of  the  business  poli- 
cies of  a large  number  of  independent  units,  no  one  of  which  had  any 
significant  power.  In  the  truly  atomistic  economy  to  which  the 
principles  of  laissez  faire  applied,  no  individual  buyer  or  seller  alone 
had  any  significant  power  over  either  price  or  total  volume  offpro- 
duction  for  the  industry.  Prior  to  A.  A.  A.,  agricultural  products, 
such  as  wheat  and  cotton,  were  produced  and  marketed  under  these, 
conditions. 

16.  Where  the  number  of  competing  units  in  a particular  industry 
have  been  reduced  to  a relatively  small  handful,  industrial  policy  is 
no  longer  made  wholly  by  the  market  but  in  part  by  individuals. 
Industrial  policy  becomes  subject  to  administrative  control  even 
though  there  is  no  monopoly  or  collusion  between  the  separate  enter- 
prises. 

17.  But  when  the  business  man  has  the  power  to  affect  industrial 
policy,  he  almost  necessarily  makes  wrong  industrial  decisions.  The 
very  position,  experience  and  training  of  the  business  man  which  leadl 
him  to  make  the  correct  decisions  on  business  policy  tend  to  force  him 
to  make  the  wrong  decisions  on  industrial  policy  in  spite  of  the  utmost 
public  spirit  which  he,  as  an  individual,  may  seek  to  exercise.  The 
fact  that  his  decisions  are  wrong  from  the  point  of  view  of  the  public- 
interest  is  no  necessary  reflection  on  either  his  character  or  his  intelli- 
gence, but  arises  from  the  nature  of  the  situation  within  which  he 
operates  and  the  functions  which  he  performs. 

18.  The  business  man  is  expected  to  make  business  policy  in  a way 
to  maximize  the  profits  of  his  own  enterprise.  When  he  has  the  power 
to  choose  between  lowering  price  and  lowering  production,  good 
business  policy  frequently  requires  him  in  the  presence  of  falling: 
demand  to  hold  price  and  curtail  his  production  even  though  this 
means  idle  men  and  idle  machines.  The  amount  by  which  he  can 
count  on  increasing  his  sales  by  lowering  price  is  usually  so  small  that 
the  whole  balance  of  his  interest  as  a business  man  points  toward  a 
restriction  of  production.  The  fact  that  he  can  lay  off  his  workers 
enables  him  to  cut  production  without  having  to  carry  the  burden 
of  idle  workers  as  he  does  that  of  idle  machines.  His  interest  dictates 
lowering  price  only  when  he  is  able  to  squeeze  his  costs,  particularly 
his  labor  costs.  At  best,  it  is  an  even  choice  whether  he  will  choose  to 
maintain  profits  or  minimize  losses  by  seeking  a relatively  large  profit 
margin  on  a reduced  volume  or  a small  margin  on  a maintained  volume- 
of  sales,  and  in  such  a situation  the  easier  device,  and  the  one  involv- 
ing the  lesser  risk,  is  the  device  of  holding  price  and  accepting  curtailed 
volume.  It  is  only  because  this  holding  of  prices  has  become  wide- 
spread and  customary  that  the  term “price  chiseler”  could  be  a term 
of  opprobrium  in  an  economy  supposed  to  be  coordinated  through, 
flexible  prices. 

19.  The  net  effect  of  business  control  over  industrial  policy  is, 
therefore,  to  aggravate  any  fluctuations  in  economic  activity  and 
prevent  any  necessary  readjustments.  An  initial  drop  in  demand 
would  result,  not  in  price  readjustment,  but  in  maintained  prices  and 
curtailment  of  production,  thus  throwing  workers  and  machines  out. 
of  employment,  reducing  money  income  and  spending  power,  and 
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further  reducing  demand.  The  inflexible  administered  prices  re- 
sulting from  the  shift  from  market  to  administration  thus  act  as  a 
disrupting  factor  in  the  economy  and  could  cause  an  initial  small 
drop  in  demand  to  become  a national  disaster. 

20.  Only  as  the  business  man  was  willing  to  go  directly  counter  to 
the  interests  of  his  enterprise  as  a profit-making  concern  and  against 
business  tradition  would  he  make  the  kind  of  decisions  which,  if 
made  throughout  industry,  would  keep  the  economy  functioning 
and  would  serve  the  fundamental  interests  of  business  itself,  If 
during  the  depression  individual  business  men  throughout  the  econ- 
omy had  been  persuaded  to  lower  their  prices,  thus  making  decisions 
which  appeared  by  all  the  standards  available  to  them  to  be  adverse 
to  their  interests,  the  result  would  actually  have  been  in  their  interest 
since  it  would  have  reduced  the  severity  of  the  breakdown. 

21.  So  long,  therefore,  as  concentration  exists  and  important 
powers  over  industrial  policy  are  exercised  in  the  guise  of  business 
policy  and  result  in  inflexible  administered  prices,  the  market  cannot 
be  expected  to  coordinate  and  balance  economic  activity  under  a 
policy  of  laissez  faire. 

22.  Thus,  administrative  coordination — the  very  thing  that  has 
made  modern  technology  and  a high  standard  of  living  possible— 
has  destroyed  the  effectiveness  of  the  market  as  an  overall  coordinator 
by  the  inflexible  administered  prices  which  are  inherent  in  the  reduc- 
tion of  competing  units  it  has  produced. 

23.  It  is  the  effects  of  this  failure  of  the  market  mechanism  which 
have  brought  the  overwhelming  demand  from  many  quarters  for 
governmental  intervention  in  economic  matters.  This  inflexibility 
has  impeded  the  balancing  of  trade  between  nations,  disrupted  the 
workings  of  monetary  policy,  brought  the  banking  system  to  its 
knees,  obstructed  the  full  use  of  human  and  material  resources,  dis- 
organized the  flow  of  savings  into  useful  equipment,  brought  an 
unbalanced  national  budget  and  greatly  increased  economic  insecurity. 

PART  II.  THE  BASIC  CHOICE  IN  SOCIAL  POLICY 

1.  Since  the  administrative  coordination  which  promises  a high 
standard  of  living  carries  with  it  inflexible  administered  prices  which 
destroy  the  effectiveness  of  the  market  as  an  over-all  coordinator,  it  is 
necessary  to  choose  between  two  alternatives  if  an  effectively  func- 
tioning economy  is  to  be  established — either  (1)  atomize  the  adminis- 
trative units  to  the  point  where  inflexible  administered  prices  disappear 
and  the  free  market  can  become  an  effective  coordinator,  or  (2) 
supplement  the  market  mechanism  with  institutional  arrangements 
(N.  R.  A.,  A.  A.  A.,  money  system,  etc.)  sufficient  to  allow  the 
economy  to  function  effectively  in  the  presence  of  and  in  spite  of 
inflexible  prices. 

2.  The  first  road  would  require  the  breaking  up  of  large  corporate 
units  into  a very  great  number  of  separate  and  wholly  independent 
competing  enterprises  with  the  loss  in  efficiency  which  it  would  entail. 
Few  realize  the  extent  to  which  it  would  be  necessary  to  pulverize 
industry.  Each  of  the  big  automobile  companies  would  probably 
have  to  be  made  into  a hundred  or  more  independent  concerns;  the 
big  chemical  companies  would  have  to  be  broken  into  very  much 
smaller  units;  and  even  after  the  break-up  of  the  unregulated  part 
of  industry,  the  inflexible  prices  in  the  railroad  and  ptility  fields 
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would  impede  economic  adjustment,  unless  they  also  were  broken  up 
and  made  competitive.  In  order  to  make  a laissez  faire  policy  truly 
effective,  productive  efficiency  would  have  to  be  greatly  impaired 
and  a lower  standard  of  living  accepted  than  is  made  possible  by 
modern  industrial  organization  and  modern  technology. 

3.  The  second  road,  while  employing  the  market  as  a major  instru- 
ment, would  seek  to  supplement  the  market  at  the  points  where  it 
tends  to  fail.  Many  have  held  that  this  would  require  Government 
ownership  or  dictatorship  since  they  can  see  no  other  alternative  to  a 
laissez  faire  policy. 

4.  Actually,  the  choice  does  not  lie  between  private  ownership  and 
Government  ownership  because  the  problem  is  primarily  the  dis- 
tribution of  controls,  not  the  locus  of  ownership.  (See  appendix  E.) 

5.  Nor  does  the  choice  lie  between  the  atomization  of  industry  and 
an  economic  dictatorship,  since  it  is  only  necessary  to  set  up  an 
institutional  framework  through  which  certain  key  industrial  decisions 
are  made  and  within  which  private  or  corporate  enterprise  and  initia- 
tive can  function  effectively. 

6.  If  inflexible  administered  prices  are  to  be  accepted  as  an  in- 
evitable product  of  modern  technology  and  modern  industrial  organi- 
zation, the  following  lines  of  action  would  be  called  for  to  prevent 
them  from  being  a disrupting  influence  and  to  allow  the  optimum 
use  of  human  and  material  resources. 

(a)  First,  all  pressure  making  for  a general  revision  of  prices  either 
upward  or  downward  would  have  to  be  eliminated  from  the  economy, 
since  any  development  requiring  a general  change  in  the  inflexible 
prices  would  result  in  a change  in  production  and  economic  unbalance. 
This  would  mean  that  a monetary  policy  would  have  to  be  adopted 
which  aimed  to  keep  the  flexible  prices  as  a group  approximately  in 
line  with  inflexible  prices  as  a group  (see  appendix  K)  and  that  a 
mechanism  for  the  adjustment  of  international  trade  balances  through 
general  changes  in  prices  would  have  to  be  replaced. 

(b)  Second,  new  techniques  of  control  would  have  to  be  worked 
out  for  establishing  the  necessary  elements  of  industrial  policy  so 
that  the  self-interest  of  individuals  working  through  the  market  but 
limited  by  the  framework  of  policy  established  would  tend  to  produce 
the  optimum  use  of  human  and  material  resources. 

(c)  Finally,  violent  dislocations  in  the  flow  of  savings  into  capital 
goods  would  have  to  be  minimized. 

The  remainder  of  this  report  will  be  devoted  to  the  problems  of 
making  industrial  policy. 

PART  III.  THE  PROBLEM  OF  MAKING  INDUSTRIAL  POLICY 

1.  The  National  Recovery  Administration  and  the  Agricultural 
Adjustment  Administration  are  in  part  a product  of  the  economic 
break-down  resulting  from  inflexible  administered  prices.  The  major 
task  ahead  of  them,  if  they  are  to  facilitate  the  functioning  of  the 
economy,  is  to  participate  in  the  making  of  industrial  policy  where 
the  market  cannot  produce  satisfactory  results. 

2.  The  basic  problem  of  both  N.  R.  A.  and  A.  A.  A.  is,  therefore, 
to  devise  techniques  of  control  for  establishing  the  necessary  elements 
of  industrial  policy. 

3.  Until  this  is  recognized  as  the  basic  function  of  N.  R.  A.  and 
A.  A.  A.  the  economic  policies  of  these  two  agencies  tend  to  be  con- 
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tradictory  and  confused;  once  the  true  function  of  these  bodies  has 
been  recognized,  the  organization  and  policy  implicit  in  this  function 
will  clarify  much  of  their  economic  activity. 

4.  In  establishing  certain  elements  of  industrial  policy,  the  pur- 
pose of  N.  ft.  A.  and  A.  A.  A.  should  be  to  set  up  a framework  within 
which  the  actions  of  individuals  or  groups,  operating  on  their  own 
initiative  and  in  their  own  interest,  will  result  in  a fully  functioning 
economy.  The  objective  should  be  to  accomplish  what  the  mar- 
ket is  supposed  to  accomplish,  namely,  a balance  of  the  interests 
of  the  various  interest  groups  which  constitute  industry  so  as  to 
produce  the  most  effective  use  of  human  and  material  resources. 

5.  To  do  this  it  is  only  necessary  to  find  key  decisions  for  each 
industry  which,  if  made  right,  would  so  condition  the  other  elements 
of  industrial  policy  that  the  latter  could  be  left  to  the  actions  of  indi- 
viduals and  the  operation  of  the  market.  Thus,  in  the  peach  canning 
industry,  the  single  act  of  setting  the  number  of  cases  of  peaches  to  be 
packed  is  said  to  be  a sufficient  supplement  to  the  market  to  establish 
all  the  other  elements  of  policy  in  the  industry.  Because  of  market 
forces,  the  fixing  of  the  size  of  the  pack  is  said  to  determine  within 
fairly  narrow  limits — 

(a)  The  price  to  and  the  money  receipts  of  peach  growers. 

(b)  The  profits  of  the  peach  canners. 

(c)  The  amount  of  employment  given  to  labor  in  picking,  packing, 
and  transporting  peaches,  making  tin  cans,  etc.  (wage  rates  are  mostly 
determined  by  other  factors). 

(d)  The  amount  of  peaches  received  (at  wholesale)  for  a consumer’s 
dollar. 

6.  The  setting  of  key  elements  of  industrial  policy  by  administrative 
bodies  to  facilitate  economic  functioning  is  a new  technique. 

(а)  Earlier  interventions  of  government  in  industry  have  been 
essentially  different. 

(1)  Antitrust  legislation  tried  to  maintain  competition  and  the 
market  as  the  maker  of  industrial  policy  and  failed  because  it  confused 
the  absence  of  monopoly  with  the  existence  of  a free  market.  The 
market  break-down  is  not  a matter  of  monopoly  (as  the  courts  have 
interpreted  the  term),  but  of  the  making  of  industrial  policy  by 
private  individuals. 

(2)  Public-utility  regulation  establishes  a major  element  of  indus- 
trial policy — namely  rates — but,  because  it  is  focused  on  the  interests 
of  property  and  not  on  balancing  the  interests  of  investors,  workers, 
and  consumers,  it  tends  to  aggravate  the  faults  inherent  in  business 
decisions — witness  the  efforts  to  increase  railroad  rates  during  the 
depression.  It  has  neither  tackled  the  problem  of  getting  service  to 
the  public  under  optimum  conditions  nor  has  it  taken  account  of  the 
problem  of  price  rigidity  introduced  by  the  process  of  rate  making. 

(3)  Government  ownership  and  operation  has  involved  taking  on 
the  whole  job  of  industrial  and  business  operation  instead  of  simply 
the  key  industrial  decisions.  Government  has  here  had  to  determine 
not  only  industrial  policy  but  also  business  policy  as  well,  with  all  the 
centralization  which  this  involves. 

(б)  Collective  bargaining  has  been  a technique  for  establishing 
certain  elements  of  iiidustrial  policy,  but  it  tends  to  place  the  whole 
emphasis  on  the  division  of  the  spoils  and  loses  sight  of  the  other 
major  aspects  of  industrial  policy  having  to  do  with  increasing  the 
spoils  to  be  divided. 
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7.!In  determining  industrial  policy  by  the  making  of  key  decisions, 
the  essential  problems  are,  first,  to  discover,  industry  by  industry, 
what,  if  any,  elements  of  industrial  policy  need  to  be  established 
administratively  and,  second,  to  set  up  a mechanism  which  will  get 
those  key  decisions  made  “ right.’ ’ 

(a)  Finding  key  decisions  is  a highly  technical  matter^of  applied 
economics  and  should  become  increasingly  effective  with  experience. 

(b)  Getting  the  right  decisions  made  is  primarily  a matter  of: 
(1)  adequate  research  and  planning;  and  (2)  appropriate  organiza- 
tion to  obtain  the  adoption  of  policies  worked  out  as  a joint  product 
of  the  research  staff  and  the  various  interests  in  the  industry. 

(c)  “ Right”  decisions  are  those  which  will  achieve  the  results 
that  the  market  has  been  supposed  to  produce,  i.  e.,  if  the  “right” 
decisions  are  made  throughout  all  industries,  the  net  effect  will  be 
the  smooth  functioning  of  the  economic  machine,  the  full  use  of  human 
and  material  resources,  and  a balance  of  interest  among  individuals 
and  groups.  The  “right”  decisions  are  thus  “ipso  facto”  in  the 
public  interest  (see  appendix  F).  In  a depression,  the  decisions  in 
each  industry  could  only  tend  in  the  direction  of  fuller  utilization  of 
human  and  material  resources,  but  as  each  industry  utilized  its 
resources  to  a fuller  extent  its  expansion  would  allow  other  industries 
to  expand  further  so  that  the  making  of  the  “right  ” decisions  through- 
out all  industries  would  gradually  lead  to  full  utilization.  (When 
the  decisions  are  made  to  maximize  profit,  they  tend  in  the  reverse 
direction,  or  in  a manner  to  minimize  the  impetus  toward  recovery 
coming  from  other  directions.) 

PART  IV.  POSSIBLE  TECHNIQUES  FOR  MAKING  INDUSTRIAL  POLICY 

1.  If  the  N.  R.  A.  and  A.  A.  A.  are  to  develop  a partnership  tech- 
nique wherein  government  and  industry  are  in  some  way  combined  to 
establish  the  necessary  elements  of  industrial  policy,  the  location  and 
division  of  power  and  responsibility  in  making  decisions  will  impor- 
tantly affect  the  likelihood  that  key  decisions  will  be  made  “right.” 
Four  different  methods  of  distributing  responsibility  appear  to  be 
within  the  realm  of  immediate  possibility. 

(a)  Decisions  could  be  made  by  a body  (code  authority  or  control 
committee)  made  up  of  business  men  (or  farmers)  with  the  Govern- 
ment acting  as  a rubber  stamp,  reserving  its  veto  power  for  extreme 
cases.  This  is  the  method  wnich  the  N.  R.  A.  and,  to  a lesser  extent, 
the  A.  A.  A.  employed  for  the  most  part  during  their  first  year. 

(b)  The  Government  might  undertake  to  make  these  decisions  and 
impose  them  on  industry,  using  Research  and  Planning  Division  to 
determine  what  would  be  “right”,  perhaps  using  the  code  authorities 
and  control  committees  as  channels  for  carrying  out  the  decisions, 
supplemented  by  some  method  of  enforcement. 

(c)  The  code  authorities  and  control  committees  might  constitute 
a balanced  partnership  between  government  and  business  in  which 
government  represented  not  only  the  public  interest  but  also  the 
specific  interests  of  other  groups  in  industry,  i.  e.,  labor  and  consumers. 

(d)  The  several  interests  might  jointly  be  represented  in  making  the 
key  decisions  with  the  Government,  in  possession  of  all  the  necessary 
factual  data,  exercising  a veto  power  and  responsible  for  seeing  that 
the  interactions  of  the  several  interests  produced  a balance  in  the 
public  interest. 
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2.  A body  of  business  men  constituting  a code  authority  will  almost 
necessarily  make  the  wrong  decisions  on  industrial  policy  for  their 
industry  for  the  same  reasons  that  in  an  individual  enterprise  power 
over  industrial  policy  leads  to  harmful  industrial  decisions.  As  has 
been  indicated,  this  is  due  not  primarily  to  lack  of  business  foresight 
and  intelligence  but  to  the  fact  situation  with  which  each  industrial 
authority  has  to  deal.  Partly  because  of  the  particular  interest  which 
the  business  men  have  in  the  industrial  policy  established,  and  partly 
because  the  experience  and'  training  of  business  men  have  been 
primarily  in  the  exercise  of  business  judgment,  the  decisions  on  indus- 
trial policy  inevitably  tend  to  be  made  in  terms  of  business  policy. 
The  result  for  each  industry  is  comparable  to  the  result  when  indi- 
vidual business  men  make  elements  of  industrial  policy  through  their 
own,  strongly  situated  enterprises.  The  pressure  to  create  values  by 
establishing  higher  prices  and  lower  production  will  persist.  In  each 
industry,  the  only  sound  business  answer  to  falling  demand  is  to 
restrict  production  so  as  to  hold  prices.  The  fact  situation  does  not 
allow  of  any  other  business  decision,  even  though  the  business 
interests  of  each  industry  would  ultimately  be  better  served  if  all 
industries  lowered  prices  in  the  presence  of  falling  demand.1  (See 
appendix  G.) 

It  is  thus  apparent  that  sound  industrial  policy  cannot  be  expected 
if  left  to  business  groups  alone,  whether  because  in  making  industrial 
policy  they  act  in  their  own  business  interest  or  simply  because  they 
exercise  sound  business  judgment.  When  the  lumber  code  authority 
raised  prices,  thus  impeding  recovery,  it  was  acting  according  to  sound 
business  policy  in  the  interests  of  the  business  men  in  the  industry. 
To  blame  the  lumber  code  authority  for  not  establishing  an  effective 
industrial  policy  is  to  place  the  blame  where  it  does  not  belong.  It 
should  rest  on  those  who  would  place  such  a responsibility  upon  busi- 
ness men  alone  on  the  assumption  that  business  policy,  which  aims  to 
create  values,  and  industrial  policy,  which  aims  to  get  things  to 
people,  are  the  same,  and  that  those  who  are  familiar  with  and  inter- 
ested in  the  one  can  be  expected  to  accomplish  the  other.  Only  as 
business  men  failed  to  act  as  business  men  and  failed  to  follow  their 
business  judgment  would  their  decisions  on  industrial  policy  result  in  a 
properly  functioning  economy. 

3.  If  the  Government  took  on  the  whole  job  of  making  industrial 
decisions,  it  would  be  better  equipped  with  the  infomation  necessary 
to  the  making  of  sound  decisions  than  would  anyone  else ; it  is  com- 
mitted to  the  public  interest  as  the  basis  for  those  decisions;  and  it 
commands  the  powers  of  enforcement. 

On  the  other  hand,  it  is  doubtful  whether  the  Government  could 
effectively  exercise  the  whole  function  of  making  industrial  policy 
without  using  almost  dictatorial  methods.  It  would  inevitably 
become  the  focus  of  group  pressures  vastly  more  vigorous  and  disrup- 
tive than  those  now  existing ; it  would  expose  itself  to  political  attack 
as  dictatorial,  and  errors  in  detail  would  be  used  against  it  as  political 
ammunition ; industrial  policy  making  by  Government  itself  would  call 
for  a very  high  degree  of  centralization. 

1 Even  if  in  a particular  case  all  other  industries  had  lowered  prices,  it  would  not  be  sound  business  policy 
for  a particular  industry  to  lower  its  prices  but  rather  to  reap  the  benefits  at  the  old  prices  of  the  increased 
volume  of  activity  resulting  from  the  actions  of  the  other  industries.  Only  if  the  lowering  of  prices  on  the 
part  of  all  other  industries  were  dependent  on  the  action  of  the  particular  industry  would  sound  business 
policy  call  for  a lowering  of  price  and  even  then  sound  business  policy  would  mean  attempting  to  force  other 
industries  to  lower  prices  as  much  as  possible  while  the  particular  industry  lowered  its  prices  as  little  as 
possible. 
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4.  The  third  possibility — joint  action  of  Government  and  business, 
1 with  the  Government  representing  not  only  the  public  interest,  but 
also  the  specific  interests  of  labor  and  consumer  groups— would 
probably  provide  the  most  effective  available  method  for  getting  the 
interests  of  the  nondominant  economic  groups  represented  in  the 
immediate  future. 

On  the  other  hand,  the  Government  would  thereby  be  placed  in  the 

(position  of  playing  a dual  role.  In  behalf  of  the  public  interest  it 
should  act  as  arbiter  between  conflicting  interests;  as  representative 
of  labor  and  consumer  interests  it  should  play  a partisan  role.  It 
would  be  most  difficult  for  the  Government  to  perform  this  partisan  role, 
for  it  would  be  constantly  under  pressure  from  business,  the  strongest 
of  the  economic  interest  groups,  to  act  at  least  equally  in  its  behalf; 
democratic  government  rests  upon  the  philosophy  that  it  is  an  impar- 

Itial  rather  than  a partisan  body ; and  even  if  this  present  administra- 
tion, or  any  other  particular  administration,  succeeded  in  acting  on 
behalf  of  the  nondominant  groups,  there  is  neither  guaranty  nor 
likelihood  that  the  political  commitments  of  future  administrations 
would  permit  them  so  to  act. 

5.  In  the  fourth  possibility,  that  of  having  the  several  interests 
impinge  upon  each  other  under  Government  supervision,  the  Govern- 
ment would  be  placed  in  a favorable  position  to  influence  the  decisions 
in  the  direction  of  the  public  interest  as  it  would  not  have  to  play  a 
partisan  role  and  it  would  not  have  to  thrust  industrial  policy  upon 
those  who  had  not  shared  directly  in  the  making  of  that  policy.  Most 
of  the  conflict  between  economic  interests  would  take  place  between 
representatives  of  these  interests  rather  than  focusing  upon  a 
I representative  of  Government.2 

The  introduction  of  the  other  interests  besides  those  of  business 
would  tend  to  push  the  decisions  in  the  direction  of  the  balance  of 
interests  which  the  market  is  supposed  to  achieve  and  whereby  it  is 
supposed  to  produce  the  optimum  functioning  of  the  economy.  (See 
appendixes  H,  I,  and  J.)  The  pressure  from  labor  representatives  to 
maintain  or  increase  employment  and  from  consumer  representatives 
to  lower  price  and  maintain  the  fullest  use  of  labor  and  machines 
would  be  set  against  the  business  man’s  normal  tendency  to  establish 
higher  prices  and  lower  production  than  the  public  interest  demands. 

Thus,  in  the  case  of  canned  peaches,  the  size  of  the  peach  pack 
was  actually  decided  by  a control  committee  composed  of  growers 
and  canners,  with  the  Secretary  of  Agriculture  exercising  a veto 
power  over  the  decision.  The  figure  finally  fixed  was  probably  not 
as  large  as  the  public  interest  demanded.  The  growers  wanted  a 
somewhat  larger  pack,  the  canners  a smaller  pack.  Both  consumers 
and  picking  and  canning  labor  would  have  been  better  served  by  a 
larger  pack.  If  consumer  and  labor  representatives  had  also  partici- 
pated in  making  the  decision,  it  is  probable  that  the  size  finally  set 
would  have  been  somewhat  larger.  At  the  same  time,  if  the  con- 
sumers and  workers  had  attempted  to  increase  the  size  of  pack  too 
far,  the  growers  would  have  shifted  sides  and  joined  the  canners  in 
resisting  further  increase  since  too  large  a pack  would  have  been  just 
as  much  against  their  interests  as  too  small  a pack. 


* This  principle  was  made  use  of  in  the  N.  R.  A.  when  the  advisory  council  was  set  up  composed  of  rep- 
resentatives from  the  three  advisory  boards  (business,  labor,  and  consumer),  thereby  removing  from  the 
administrators  the  impact  of  conflict  among  the  advisory  boards. 
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It  would  be  essential  for  the  consumer  interest  to  be  represented 
as  well  as  those  of  business  and  labor,  for  labor  cannot  always  be 
relied  upon  to  counteract  the  inclination  of  business  to  create  value 
by  restricting  production.  Too  often  labor  representatives,  by 
focusing  their  attention  on  the  division  of  the  spoils,  would  be  per- 
suaded to  join  business  in  using  the  scarcity  technique  in  return  for 
higher  money  wages.  This  is  indicated  by  the  experience  of  some  of 
the  German  cartels  in  which  business  and  labor  combined  to  exploit 
the  consumers — i.  e.,  the  owners  and  workers  in  other  industries — and 
of  some  American  cities  where  organized  labor  and  organized  business 
in  the  building  industry  have  combined  for  similar  exploitation. 
The  inclusion  of  consumer  representatives  along  with  those  of  business 
and  labor  would  insure  a direct  pressure  for  the  full  use  of  resources.3 

The  chief  disadvantages  of  such  a set-up  would  be  (1)  that  the  diverse 
interests  are  not  equally  strong  as  pressure  groups,  so  that  the 
greater  and  more  effective  organization  of  business  would  make 
business  interests  still  dominant;  and  (2)  that  the  veto  power  in  the 
hands  of  the  government  and  the  necessity  of  getting  agreement  on  the 
part  of  conflicting  groups  may  lead  to  stalemates  in  particular  situa- 
tions— a disadvantage  which  might  also  present  itself  if  the  govern- 
ment represented  the  nondominant  groups  in  a partnership  with 
business. 

6.  Whichever  method  of  determining  the  key  elements  of  industrial 
policy  is  adopted,  problems  distinctive  to  each  solution  must  be  met. 

(1)  If  the  Government  is  to  do  the  whole  job,  an  effective  en- 
forcement machinery  must  be  developed;  it  would  be  essential  to 
secure  public  acceptance  of  the  idea  that  government  should  exercise 
such  power  over  industry;  the  problems  inherent  in  centralization 
would  have  to  be  solved.  The  direct  impact  of  conflicting  groups 
upon  the  Government  could  be  minimized  by  the  creation  of  an 
advisory  body  for  each  industry  within  which  the  conflicting  interests 
were  represented. 

(2)  If  the  Government  is  to  represent  the  nondominant  economic 
groups,  the  problem  becomes  that  of  pitting  the  political  power  of 
these  groups  against  the  economic  power  of  the  business  group.  This 
would  call  for  a definite  realinement  of  political  parties  on  the  basis  of 
economic  interests. 

(3)  If  the  interests  are  to  impinge  on  each  other,  labor  and  consumer 
interests  must  be  strengthened  as  pressure  groups,  presumably 
through  the  building  up  of  their  organizations.  Such  organizations 
would  gain  a status  which  they  do  not  now  have  by  being  given  a 
constructive  roll  to  play  in  the  making  of  industrial  policy,  and  the 
Government  might  properly  take  positive  steps  to  encourage  their 
growth,  just  as  it  did  in  the  case  of  business  organizations  in  the  first 
year  of  N.  R.  A.  and  in  the  case  of  farmers  through  the  encouragement 
of  farm  cooperatives  and  the  farm-extension  service.  As  the  interest 
groups  became  more  nearly  equal  in  power,  their  decisions  would 
tend  increasingly  to  be  in  the  public  interest. 

The  danger  of  stalemate  is  inherent  in  any  solution  which  con- 
tains the  element  of  democracy  and  which  avoids  both  a positive 
dictatorship  and  the  complete  atomization  of  industry  necessary  to 
make  laissez  faire  operate  effectively. . By  shifting  the  major  emphasis 


3 Determination  of  industrial  policy  by  either  labor  or  consumer  groups  alone,  or  by  a combination  of 
the  two,  is  not  a realistic  possibility  in  America  at  present,  short  of  a violent  revolution. 
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in  industrial  relations  from  the  division  of  the  spoils  to  making  the 
economic  machine  work — a shift  which  is  basic  to  the  whole  technique 
here  described — a chief  reason  for  stalemate  would  automatically  be 
removed. 

7.  The  choice  among  these  possible  ways  of  determining  key  ele- 
ments of  industrial  policy  should  be  made  with  reference  to  the  basic 
requirements  for  a satisfactory  American  program.  It  should  be 
geared  to  the  conditions  established  by  modern  technology ; it  should 
leave  existing  economic  and  governmental  organization  intact  as 
far  as  possible;  it  should  provide  the  minimum  centralization  compati- 
ble with  necessary  coordination,  and  avoid  as  far  as  possible  bureau- 
cracy and  political  influence;  it  should  secure  industrial  decisions  in 
the  direction  of  the  optimum  use  of  human  and  material  resources 
and  a balance  of  economic  interest  among  various  groups;  it  should 
meet  the  traditional  American  demands  for  liberty,  opportunity,  and 
democracy  as  far  as  the  need  to  provide  security  will  permit,  and  it 
must  be  compatible  with  the  Constitution.  (See  appendix  K.) 
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APPENDIX  A.  THE  BREAK-DOWN  OF  THE  MARKET  MECHANISM 

Underlying  the  many-sided  demand  for  the  abandonment  of 
laissez  faire  is  the  disruption  of  the  law  of  supply  and  demand  which 
has  resulted  when  the  power  to  determine  certain  elements  of  indus- 
trial policy  has  become  lodged  in  the  hands  of  individuals  instead  of 
lying  with  the  impersonal  market  mechanism.  This  development, 
arising  largely  out  of  the  concentration  of  economic  activity  into  great 
enterprises,  has  not  been  recognized  by  traditional  economists,  yet 
it  is  of  the  greatest  significance.  To  understand  its  full  implications 
it  is  necessary  to  see  clearly  how  it  affects  the  basic  elements  in  the 
traditional  theory. 

The  whole  structure  of  traditional  economic  theory  is  built  on  the 
“law  of  supply  and  demand”;  i.  e.,  the  assumption  that  supply,  de- 
mand, and  price  will  so  adjust  themselves  in  the  market  that  supply 
and  demand  will  be  equal  at  the  price  which  is  arrived  at.  On  the 
basis  of  this  law  was  built  the  picture  of  how  our  whole  economy  was 
supposed  to  work.  Under  the  pressure  of  individual  self-interest, 
the  supply,  the  demand,  and  the  price  for  each  article  and  service  was 
supposed  to  adjust  itself,  so  that  the  right  amount  of  each  thing  would 
tend  to  be  produced  at  the  right  price.  Thus  the  operations  of  the 
free  market  world  tend  to  produce  the  optimum  use  of  human  and 
material  resources.4 

According  to  this  theory,  the  mechanism  of  the  market  was  imper- 
sonal and  the  whole  of  industrial  policy  was  determined  by  the 
market — both  the  amount  of  a thing  produced  and  sold,  and  the  price 
at  which  it  was  sold.  Industrial  policy  was  the  result  of  the  individual 
decisions  of  a large  number  of  buyers  and  sellers.  The  business  policy 
of  individuals  interacted  so  as  to  produce  industrial  policy,  but  no 
one  individual  or  enterprise  had  significant  control  over  any  element 
of  industrial  policy.  This  operation  of  the  free  market  is  clearly 
shown  in  the  case  of  most  agricultural  products  (before  A.  A.  A.). 
The  individual  farmer  produced  wheat  or  not,  depending  on  what  he 
expected  the  price  of  wheat  to  be,  and  offered  his  produce  for  what  it 
would  bring  in  the  market.  He  had  no  significant  control  over  either 
the  total  amount  of  wheat  produced  or  the  market  price  of  wheat. 
His  contribution  to  the  total  supply  was  too  insignificant  to  give  him 
any  control  over  industrial  policy. 

But  this  theory  was  set  forth  by  Adam  Smith  to  explain  the  work- 
ings of  an  economy  quite  different  from  that  now  existing.  He  was 
dealing  with  an  atomistic  economy  in  which  the  great  bulk  of  economic 
activity  was  carried  on  by  independent  artisans,  by  one-man  busi- 
nesses, or  by  business  units  so  small  that  they  could  be  treated  for 
most  purposes  as  though  they  were  one-man  affairs.  Most  of  agri- 
culture still  corresponds  to  this  Adam  Smith  picture,  but  today  a 
large  part  of  industrial  activity  has  been  concentrated  into  units  so 
large  that  certain  important  elements  of  industrial  policy  are  now 
made  by  individuals  and  no  longer  by  the  impersonal  market  mech- 
anism. In  1931,  200  corporations  controlled  approximately  54  per- 
cent of  all  nonfinancial  corporate  wealth.  If  we  leave  out  the  highly 

4 This  statement,  through  greatly  oversimplified,  gives  the  essentials  of  the  laissez  faire  philosophy. 

' There  is  no  need  at  this  point  to  go  into  just  what  constitutes  the  “ right  ’ ’ amount  or  ‘ ‘ right ' ’ price  for  things . 
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concentrated  fields  of  railroads  and  public  utilities  and  the  rela- 
tively unconcentrated  construction  and  distribution  industries  and 
confine  our  attention  to  manufacturing  alone,  we  still  find  a very  high 
degree  of  concentration. 

In  1931  the  200  largest  manufacturing  corporations  controlled  over 
55  percent  of  all  manufacturing  corporate  assets,  and  over  half  of  all 
manufacturing  assets,  whether  incorporated  or  not.  At  least  half  of 
the  gainfully  employed  population  of  the  country  were  engaged  in 
industries  in  which  control  over  certain  major  elements  of  industrial 
policy  were  in  the  hands  of  individuals. 

In  some  of  these  industries,  the  business  policy  of  one  or  a few  big  , 
enterprises  actually  determines  essential  elements  of  industrial  policy.  | 
Thus,  the  management  of  the  Aluminum  Co.  of  America  can  j 
control,  within  limits,  either  the  volume  of  pig  aluminum  sold  in  the 
whole  industry  or  the  price  at  which  it  is  sold.  It  cannot  control 
both  of  these  elements  of  industrial  policy,  but  the  control  of  either 
element  by  a small  group  of  individuals  is  contrary  to  the  assumptions 
underlying  the  laissez  faire  philosophy  oh,auIom.adic.market  adjust-, 
unents.  In  the  regulated  monopolies,  an  clement  of  industrial  policy — 
railroad  and  utility  rates — is  under  the  combined  control  of  a group  of 
business  executives,  a governmental  commission,  and  the  courts.  In 
industries  such  as  automobiles  or  agricultural  implements,  a few  big 
companies  so  dominate  the  field  that,  within  limits,  they  can  control 
either  prices  or  production.  There  is  ample  evidence  that  this  partial 
control  over  industrial  policy  is  very  widespread  throughout  industry 
and  does  not  require  monopoly  conditions  or  collusion  to  bring  it  about. 
Competition  of  a sort  may  be  very  active  as  in  the  case  of  the  four  big 
tobacco  companies  or  the  big  automobile  companies,  yet  it  may  be  of 
such  a character  that  the  big  companies  can  choose  as  individuals  to 
establish  either  price  or  volume  of  production  and,  because  their 
operating  conditions  are  similar  and  they  sell  in  the  same  market 
they  tend  to  establish  and  hold  the  same  price  and  make  their  pro- 
duction conform  to  the  sales  at  that  price.  It  should  be  noted  that  this 
partial  control  over  industrial  policy  does  not  necessarily  mean  that 
the  big  enterprises  make  too  much  profits.  The  matter  is  vastly  more 
fundamental  than  that. 

The  danger  of  industrial  policy  making  by  individuals  is  that 
policies  will  be  adopted  which  interfere  with  the  working  of  the 
economic  machine  and  thus  defeat  the  effectiveness  of  a laissez  faire 
policy  on  the  part  of  government.  It  is  clear  that  during  the  depres- 
sion the  effect  of  falling  demand  has  been  quite  different  in  the 
atomistic  and  in  the  concentrated  industries.  In  the  atomistic  and 
highly  competitive  industries  like  agriculture,  the  volume  of  produc- 
tion and  sales  have  been  maintained  while  prices  have  dropped,  (j 
Each  producer  has  continued  to  use  his  productive  facilities  to  the 
full,  selling  the  product  for  what  it  would  bring.  Such  industries 
have  thus  acted  according  to  traditional  theory.  In  more  concen- 
trated industries,  however,  the  depression  drop  in  demand  has  been 
met  primarily  by  holding  prices  and  reducing  production.  In  the 
case  of  agricultural  implements,  the  prices  reported  to  the  Bureau 
of  Labor  Statistics  for  20  agricultural  implements  declined  on  the 
average  only  6 percent,  yet  production  and  employment  in  the 
industry  declined  80  percent.5  Case  after  case  could  be  cited  in 

« Some  further-reduction  over  quoted  prices  was  made  in  certain  cases  through  giving  credit  for  abnor- 
mally low  prices  for  certain  agricultural  products,  but  this  does  not  affect  the  principle  that  the  primary 
“effect  of  the  depressed  demand  was  on  production,  not  prices. 
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which  the  prime  reaction  to  depressed  demand  was  to  curtail  produc- 
tion and  not  to  lower  prices.  Here  we  have  evidence,  not  only  of 
the  power  to  choose  between  lowering  production  and  lowering  price 
but  also  evidence  that  the  power  tends  to  get  exercised  in  the  direction 
of  lowered  production  and  not  lowered  price. 

This  reduction  in  production  is  of  the  utmost  importance  because 
it  is,  in  itself,  destructive  of  the  workings  of  the  economy.  A reduc- 
tion of  production  throws  workers  out  of  employment,  reduces  their 
money  income,  and  further  reduces  the  demand  for  goods  without  in 
any  way  increasing  the  income  or  buying  power  of  anyone  else  either 
by  increasing  their  money  incomes  or  reducing  prices.  If  all  industry 
operated  in  this  way,  the  result  of  an  initial  drop  in  demand  would 
be  an  overpowering  depression,  unless  some  other  factor,  monetary, 
or  otherwise,  intervened  to  prevent  the  initial  drop  in  demand  from 
destroying  demand  entirely.  Only  if  the  power  to  choose  between 
lowering  price  and  lowering  production  was  consistently  used  to  lower 
prices  to  the  point  where  full  use  of  machine  and  labor  resources  was 
reached  (regardless  of  how  many  bankruptcies  were  produced) 
could  we  expect  the  results  predicted  for  a policy  of  laissez  faire  to 
be  reached.  Yet  it  can  be  shown  both  in  theory  and  in  practice  that  the 
power  to  choose  between  reducing  production  and  reducing  price  to 
meet  lowered  demand  will  on  the  whole  tend  to  be  used  to  hold  price 
and  reduce  production  where  it  is  exercised  to  maximize  profits  or 
minimize  losses.  Thus,  industrial  policy  making  by  individuals  is 
not  only  contrary  to  the  assumptions  of  laissez  faire  but  it  tfends  to 
produce  results  quite  opposite  to  those  necessary  for  a harmctni- 
ously  functioning  economy. 

APPENDIX  B.  THE  DISRUPTION  OF  THE  LAW  OF  SUPPLY  AND  DEMAND 

The  failure  of  traditional  economists  to  recognize  the  extent  and 
harmful  effects  of  industrial  policy  making  of  individuals  is  easily 
understood  when  the  law  of  supply  and  demand  is  examined  in  refer- 
ence to  the  power  of  individuals  partially  to  control  industrial  policy. 
According  to  the  law,  the  supply  and  the  demand  for  an  article  are 
supposed  to  be  equated  at  a price.  Unfortunately,  the  meaning  of 
“supply”  is  today  most  ambiguous.  Is  “supply”  “the  amount  of  an 
article  sold  at  the  price”,  or  is  it  “the  amount  which  would  be  forth- 
coming at  the  price  if  someone  would  buy  it  at  that  price”?  In  a 
truly  atomistic  economy,  such  as  Adam  Smith  was  discussing,  these 
two  amounts  would  be  the  same  so  that  to  him  there  was  no  ambiquity. . 
But  where  concentration  or  other  factors  have  entered  in  so  that  indi- 
viduals can,  within  limits,  control  either  price  or  volume  of  produc- 
tion, there  can  be  a wide  difference  between  these  two  amounts. 
Thus,  General  Motors  might  set  the  price  for  1934  Chevrolets  at 
$500  f.  o.  b.  Detroit  and  sell  only  500,000  cars.  Yet  the  company 
might  be  willing  (and  eager)  to  produce  and  sell  1 million  cars  at 
the  price  of  $500  if  buyers  were  available  to  take  the  extra  cars  off 
their  hands  at  that  price.  The  amount  sold  at  $500  would  thus  be 
500,000  cars.  The  amount  forthcoming  at  $500,  if  only  buyers  would 
come  forward  and  buy,  would  be  1 million  cars.  Which  of  these 
figures  constitute  supply? 

The  traditional  economist  calls  “the  amount  sold”  the  supply 
when  he  is  dealing  with  actual  markets.  If  he  called  “the  amount. 
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forthcoming  if  there  were  takers  at  the  market  price”  the  supply,  then 
it  would  become  at  once  obvious  that  in  a large  number  of  industries 
today  supply  and  demand  are  not  equated  by  price.  But  when  the 
traditional  economist  comes  to  defend  the  general  policy  of  laissez 
faire,  he  unconsciously  shifts  his  ground  and  means  by  supply  “the 
amount  forthcoming  at  a price”  rather  than  the  amount  actually 
sold.  Only  as  price  is  adjusted  so  as  to  equate  “the  amount  forth- 
coming at  the  price”  and  the  demand  at  the  price  will  the  economy 
work  as  the  traditional  economists  assumed. 

The  gradual  widening  of  the  difference  between  “the  amount  sold” 
and  “the  amount  forthcoming”  has  bit  by  bit  disrupted  the  working 
of  the  old  law  of  supply  and  demand.  Today,  instead  of  having 


VOL  U N\  E 

“the  amount  forthcoming”  and  demand  equated  by  price,  we  have 
“amount  sold”  and  demand  equated  at  a price. 

If  we  translate  the  law  of  supply  and  demand  into  terms  of  produc- 
tion (assuming  all  produced  is  sold),  the  two  meanings  of  supply  would 
be  “the  amount  produced”  and  “the  amount  that  would  be  produced 
if  there  were  takers  at  the  price  set  ” or  what  we  can  refer  to  as  “willing 
capacity.”  6 Today,  in  a very  large  number  of  industries,  individuals 
have  sufficient  control  over  industrial  policy  so  that  prices  tend  to  be 
held  in  a depression  and  actual  production  is  allowed  to  drop  way 
below  “willing  capacity”  for  considerable  periods.  Production  is 
equated  to  demand  at  the  price  set  rather  than  having  supply  and 
demand  equated  by  price. 

The  essential  difference  can  be  indicated  in  the  symbolism  usually 
employed  by  economists. 

In  the  above  diagram  the  customary  supply  and  demand  curves  are 
indicated.  If  price  was  such  as  to  equate  supply  and  demand  the 

6 For  any  manufacturer  who  was  willing  to  produce  and  sell  at  the  current  price  more  than  he  was  actually 
producing,  “willing  capacity”  would  exceed  amount  produced. 
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price  would  be  OB  and  the  amount  sold  OB' . If  the  particular  pro- 
ducers were  in  a position  to  restrict  production  so  as  to  hold  up  prices, 
the  price  might  be  OA  and  the  volume  sold  OA'  while  the  “ willing 
capacity”  at  the  price  OA  would  be  OA" . Thus  where  the  amount 
sold  {OA')  and  the  “ willing  capacity”  {OA")  are  different  amounts, 
the  price  is  not  established  according  to  the  law  of  supply  and  demand 
on  which  a laissez-faire  policy  has  been  based. 

APPENDIX  C.  INFLEXIBLE  ADMINISTERED  PRICES  VERSUS  FLEXIBLE 

MARKET  PRICES 

The  fact  that  the  prices  of  a great  many  commodities  tend  to  be 
extremely  rigid  has  only  come  into  prominence  in  very  recent  years. 
The  full  significance  of  this  rigidity  is  only  beginning  to  be  understood. 

A study  of  the  behavior  of  prices  reveals  that  there  are  two  quite 
different  techniques  of  price  making,  each  dominating  a section  of  the 
market.  The  first  involves  prices  made  in  the  market  and  highly 
flexible.  The  second  involves  prices  made  administratively  which  tend 
to  be  inflexible  and  by  their  nature  to  be  changed  infrequently. 

Most  economic  studies  have  dealt  only  with  the  magnitude  of 
price  change  and  not  with  the  frequency  of  price  change.7  The 
varying  degrees  of  price  change  during  a depression  have  been  recog- 
nized, but  these  differences  have  been  attributed  to  differences  in  the 
characteristics  of  either  supply  or  of  demand  (differences  in  the  slopes 
of  the  supply  or  demand  curves).  While  the  difference  in  prices  might 
be  explained  by  this  factor,  they  might  equally  be  explained  by  the 
existence  of  administered  prices  as  is  suggested  by  the  infrequency 
of  price  changes.  Undoubtedly  both  factors  have  been  at  work, 
though  the  first  two  charts  at  the  beginning  of  this  report  suggest  that 
the  factor  of  administration  has  dominated  during  the  depression. 
Otherwise,  one  would  not  have  found  the  striking  correlation  between 
frequency  of  price  change  and  magnitude  of  price  drop  from  1929  to 
1932.  It  is  well  known  that  the  demand  for  food  is  relatively  inelastic 
while  that  for  automobiles  is  much  more  elastic  yet  production  has 
_ been  curtailed  most  in  the  latter  industry. 

The  difference  between  the  two  methods  of  price  making  can  be 
clearly  seen  in  the  case  of  concrete  examples.  The  farmer  sends  his 
hogs  to  market  or  carts  his  carrots  to  town  in  the  early  morning.  The 
price  that  he  gets  for  those  hogs  or  carrots  depends  upon  market  con- 
ditions— how  many  other  farmers  have  sent  in  hogs  or  brought  in 
carrots  that  day,  and  how  many  people  are  there  to  buy.  The  prices 
are  the  result  of  a bargain  struck  under  these  conditions.  When  the 
farmer  sends  his  hogs  or  brings  his  carrots,  he  does  not  know  just  how 
much  he  is  going  to  get  for  them.  He  is  sure  that  they  will  all  be  sold, 
because  he  is  not  going  to  pay  the  freight  to  have  the  hogs  shipped 
back  to  him,  or  drive  home  with  a load  of  carrots  to  rot  on  his  hands; 
but  he  cannot  tell  what  the  price  is  to  be. 

Contrast  the  fate  of  a Chevrolet  with  the  fate  of  a hog.  In  the  offices 
of  General  Motors,  the  managers  decide  on  the  1935  price.  They 
print  their  price  lists  and  mail  them  out  to  their  salesmen.  They  may 
arrange  ahead  of  time  to  buy  the  materials  which  go  into  the  Chevro- 
let at  prices  for  materials  which  promise  to  give  them  a profit  on  each 

7 Frederick  C.  Mills,  in  The  Behavior  of  Prices,  has  distributed  certain  price  series  according  to  fre- 
quency of  price  change  but  presented  the  statistical  results  without  drawing  conclusions.  His  figures 
showed  the  same  U-shaped  distribution. 
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car  at  the  price  which  they  decide  upon  for  the  car.  They  do  not 
know  how  many  Chevrolets  they  are  going  to  sell;  but  they  do  know 
at  what  price  they  will  be  sold.  The  contrast  between  the  price  of  the 
farmer’s  hogs  or  carrots  and  the  price  of  a 1934  Chevrolet  is  the  con- 
trast between  the  two  kinds  of  price  determination.  ^ 

The  essential  difference  between  the  two  types  of  prices  is  that  one 
represents  an  equating  of  supply  and  demand  by  price  while  the  other 
represents  the  equating  of  production  and  demand  at  a price.  (See 
appendix  B.)  The  first  type  of  price  facilitates  economic  adjustment, 
the  second  tends  to  interfere  with  adjustment  by  bringing  a drop  in 
production  and  purchasing  power  when  demand  drops. 

It  will  be  said  by  many  that  this  drop  in  production  occurs  primar- 
ily in  the  capital-goods  industries  and  not  in  consumer-goods  indus- 
tries. It  is  undoubtedly  true  that  a greater  drop  in  production  has 
occurred  in  the  capital-goods  industries.  But  it  is  also  clear  that 
prices  in  those  industries  have  been  very  much  more  rigid.  The  usual 
expectation  of  the  economist  would  be  that  m general  where  demand 
had  dropped  most  prices  also  would  have  dropped  most.  The  exact 
opposite  appears  to  have  been  the  case,  for  consumption  goods,  par- 
ticularly agricultural  products,  fell  markedly  in  price  during  the 
depression  while  capital  goods  did  not  fall  in  anything  like  the  same 
proportion.  Also,  where  the  prices  of  consumption  goods  were  held 
rigid,  the  drop  in  production  was  more  nearly  like  that  of  the  capital 
goods  industries. 

It  may  also  be  said  that  the  failure  to  reduce  prices  has  been  due  to 
the  increased  unit  cost  of  production  resulting  from  the  burden  of 
overhead.  Once  the  business  man  has  made  the  initial  decision  to 
hold  his  price  which  prevents  a maintenance  of  production,  increased 
unit  costs  exert  a progressively  strong  pressure  to  maintain  and 
accept  a progressively  lower  level  of  production.  This  factor  would 
not  enter  into  price  determination  if  industrial  policy  were  really 
determined  in  the  market.  Though  practically  the  whole  of  the 
farmer’s  cost  is  overhead,  the  market  does  not  consider  such  costs  in 
the  price  which  it  gives  him. 

The  importance  of  these  two  types  of  pricing  processes  lies  not  only 
in  the  control  over  industrial  policy  which  is  reflected  in  rigid  prices, 
but  in  the  fact  that  all  adjustment  to  changing  economic  conditions 
which  are  made  through  price  are  made  in  the  area  of  flexible  prices, 
thereby  destroying  the  price  relationships  between  the  flexible-price 
and  the  rigid-price  industries.  The  adjustment  of  production  instead 
of  price  in  the  inflexible  areas  aggravates  the  initial  price  adjustment 
in  the  flexible  industries  by  reducing  purchasing  power  and  throws 
the  burden  of  further  price  adjustment  on  the  flexibly  priced  commod- 
ities. This  situation  can  be  clearly  seen  in  the  effect  of  the  depression 
upon  agricultural  prices  and  the  destruction  of  the  price  relationship 
between  agricultural  and  industrial  goods.  It  is  also  seen  in  the 
fact  that  during  the  depression  the  total  income  of  all  farmers  and  the 
total  income  of  all  industrial  workers  dropped  in  approximately  the 
same  proportion,  but  the  drop  in  farm  income  reflected  a drop  in 
prices  while  the  drop  of  workers’  income  reflected  primarily  loss  of 
employment. 

The  net  result  of  administered  prices  under  a laissez  faire  policy  is 
thus  to  impair  or  destroy  the  adjustability  of  the  economy. 
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APPENDIX  D.  THE  REQUIREMENTS  OF  A FREE  MARKET 

- In  order  that  a free  market  should  exist  so  that  prices  will  be  made 
competitively  in  the  market  the  most  important  single  requirement  is 
a sufficient  number  of  buyers  and  sellers  in  the  market  so  that 
no  one  buyer  or  seller  is  in  a position  to  affect  prices  sufficiently  by 
changing  his  own  volume  of  purchases  or  production  to  make  this  a 
factor  in  making  his  own  calculation.  No  individual  farmer  pro- 
ducing cotton  will  affect  the  price  of  cotton  sufficiently  by  increasing 
his  production  to  make  it  worth  while  even  to  consider  the  effect  of 
his  action  on  price.  On  the  other  hand  the  management  of  General 
Motors  know  that  if  they  increased  their  production  appreciably,  an 
appreciably  lower  price  would  be  required  to  dispose  of  their  output 
and  since  the  lower  price  would  affect  their  receipts  on  each  item  sold, 


they  would  have  to  balance  carefully  the  lower  price  on  the  cars  they 
would  otherwise  sell  at  the  higher  price  and  the  possible  profits  on 
the  added  cars  they  would  sell  at  the  lower  price. 

This  can  be  shown  clearly  with  the  customary  marginal  cost|and 
demand  curves. 

Under  freely  competitive  conditions  it  is  assumed  that  each  pro- 
ducer will  produce  up  to  the  point  where  his  marginal  cost  will  bo 
equal  to  or  just  short  of  the  price,  since  each  producer  is  supposed  to 
be  unmindful  of  the  effect  of  his  action  on  prices.  This  would  mean 
that  in  the  situation  represented  by  the  above  diagram,  the  single 
producer  will  produce  OA'  units  and  sell  them  at  a price  OA.  (Such 
a result  would  require  a demand  curve  for  the  particular  producer's 
product  with  a much  more  gentle  slope  than  is  indicated  above.) 
However,  where  the  particular  producer  was  a major  factor  in  the  mar- 
ket, perhaps  one  of  three  or  four  big  competing  enterprises,  the  pro- 
ducer would  have  to  consider  the  effect  of  his  own  action  on  the  price 
prevailing.  Thus,  if  he  curtailed  his  production  from  A1  to  B1  and 
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! would  as  a result  lift  the  prevailing  price  from  OA  to  OB  then  he  would 
have  to  consider  whether  the  profit  indicated  by  ABCE  was  greater 
than  the  profit  indicated  by  DEF.  If  the  first  were  greater,  then  it 
would  pay  him  to  reduce  production.  His  most  profitable  action 
would,  of  course,  be  conditional  by  the  action  of  his  competitiors,  but 
the  presence  of  three  or  four  independent  and  active  competitors 
would  not  eliminate  the  possibility  of  gaining  advantage  by  reducing 
production  though  the  action  of  competitors  might  reduce  the  range 
of  profitable  curtailment.  In  such  a market  the  producer  would 
certainly  have  to  consider  the  effects  of  his  own  production  policy  on 
price. 

If  administered  prices  were  present  in  an  industry  this  would  be 
prima  facie  evidence  that  the  free  market,  in  the  sense  posited  in  the 
laissez  faire  philosophy,  did  not  exist.  If  administered  prices  are 
present  in  a major  part  of  our  economy  and  since  they  exist  in  a great 
many  areas  which  are  not  monopolized  but  in  which  there  is  active 
; competition  between  a few  units,  it  is  clear  that  they  do  not  neces- 
sarily reflect  monopoly  conditions  but  something  more  wide-spread — - 
namely,  the  reduction  in  the  number  of  competing  units  in  many 
industries. 

APPENDIX  E.  NOT  A PROBLEM  OF  GOVERNMENT  OWNERSHIP 

VERSUS  PRIVATE  OWNERSHIP,  BUT  OF  THE  DISTRIBUTION  OF  CON- 
TROLS 

^Jn^the  modern  corporation,  “private  property  ” in  the  traditional 
sense,  i.  e.,  in  the  sense  that  an  “owner”  has  power  over,  respon- 
sibility for,  and  interest  in  his  property,  does  not  exist,  for  the 
interests  and  controls  which  have  been  combined  to  constitute  tradi- 
tional ownership  have  become  lodged  in  different  hands.  In  the 
modern  corporation,  most  of  the  ownership  interests  are  in  the  hands 
of  stockholders,  but  where  stock  is  widely  dispersed,  power  does  not 
lie  with  the  stockholders  but  with  the  directors  and  officers  of  the  cor- 
poration. The  ordinary  stockholder  can  do  as  he  pleases  with  his 
share  of  stock — sell  it,  hold  it,  or  burn  it  up — but  over  the  corporate 
enterprise  as  such,  and  over  its  physical  property,  he  has  practically 
no  control. I The  control  exercised  by  corporate  management,  on  the 
other  haner,  does  not  rest  on  ownership,  for  in  most  of  the  great  cor- 
porations the  controlling  group  holds  a negligible  proportion  of  the 
stock. 

This  situation  makes  it  possible  to  shift  threads  of  control  from  one 
place  to  another  without  changing  either  the  character  or  the  locus 
of  ownership  interest.  This  means  that  the  threads  of  control 
relating  to  business  policy  and  those  relating  to  industrial  policy 
could  be  sorted  out  and  the  latter  relocated,  leaving  ownership 
interests  untouched. 

The  separation  of  control  from  interest  in  respect  to  ownership  is 
only  one  of  the  ways  in  which  modern  economic  organization  has 
made  this  separation  between  interest  and  control.  Under  the  factory 
system,  the  worker  surrenders  much  of  the  control  over  his  own  ac- 
tivity during  wmrking  hours.  So  long  as  the  factory  enterprise  was 
small  and  one  of  a large  number  competing  for  the  services  of  workers, 
the  worker  still  retained  an  important  measure  of  control,  for  he  could 
always  transfer  to  some  other  enterprise.  But  as  the  administrative 
units  have  become  ever  larger,  the  direct  control  of  the  worker  over 
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the  conditions  under  which  he  works  has  become  less  and  less.  To 
some  extent  this  loss  in  direct  control  has  been  counterbalanced  by 
a measure  of  control  through  labor  organization,  but,  for  the  most  part, 
workers  have  ceased  to  be  in  a position  to  exercise  an  important  ele- 
ment of  control. 

The  consumer,  likewise,  has  lost  much  of  the  control  which  he  had 
through  bargaining  as  the  business  units  with  which  he  deals  have 
become  less  numerous  and  more  powerful. 

Thus,  the  shift  of  large  segments  of  economic  activity  from  coordi- 
nation through  the  market  to  coordination  through  administered  ac- 
tivity has  gradually  sucked  controls  over  industrial  activity  away 
from  the  three  parties  mainly  at  interest,  the  security  holders,  the 
workers,  and  the  consumers.  It  has  placed  this  control  in  the  hands 
of  administrators,  nominally  responsible  to  the  one  group,  the  security 
holders,  but  factually  responsible  in  all  too  many  cases  to  no  one. 
Such  a concentration  of  controls  leaves  the  investors,  the  workers, 
and  the  consumers  with  great  and  basic  interests  in  industrial  activity 
but  with  a minimum  of  control  over  it. 

In  that  major  part  of  industry  which  is  dominated  by  modern 
corporations,  the  crucial  problem  is  not  the  transfer  of  ownership  or 
of  any  other  interest,  but  rather  the  locus  of  control  over  industrial 
policy. 

APPENDIX  F.  THE  PUBLIC  INTEREST 

It  is  a part  of  the  American  tradition  that  it  is  the  function  of  the 
Government  to  protect  and  foster  the  public  interest.  In  any  con- 
crete situation  it  may  be  and  usually  is  most  difficult  to  determine 
what  action  is  in  the  public  interest.  Yet  no  one  would  claim  that 
the  Government  should  be  the  tool  of  any  special  group.  Even  when 
special  interests  seek  action  favoring  them,  they  word  their  arguments 
in  terms  of  the  public  interest.  All  guides  to  action  on  the  part  of 
Government  should  therefore  start  with  the  public  interest. 

The  discussions  of  the  public  interest  during  the  eighteenth  and 
nineteenth  centuries  centered  around  the  assumption  that  the 
political  and  the  economic  spheres  should  be  and  could  be  kept 
wholly  separate  and  that  the  free  market  would  supply  all  the  coordi- 
nation and  control  of  individual  economic  activity  necessary  to  bring 
the  optimum  use  of  human  and  material  resources.  It  was  therefore 
held  that  the  public  interest  called  for  a policy  of  laissez  faire  and 
all  matters  of  immediate  policy  have  been  discussed  with  this  basic 
element  of  policy  already  determined.  As  a result,  there  has  been 
almost  no  discussion  of  what  would  constitute  the  public  interest  as 
to  questions  of  immediate  policy  if  a change  in  the  character  of 
economic  activity  necessitated  a change  in  basic  policy  away  from 
complete  laissez  faire. 

In  considering  what  would  constitute  action  in  the  public  interest 
in  cases  where  the  market  mechanism  was  being  supplemented  by 
administrative  action,  light  can  be  thrown  by  examining  the  reasons 
why  a policy  of  laissez  faire  was  formerly  considered  in  the  public 
interest.  It  was  assumed  that  under  a policy  of  laissez  faire  each 
individual  would  be  fully  employed — to  the  extent  of  his  desire — in 
producing  for  the  market  and  that  as  a result  of  the  price  mechanism, 
the  individual  would  receive  for  his  activity  a corresponding  volume 
of  the  product  of  some  other  worker.  Likewise,  so  long  as  capital 
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was  scarce  relative  to  its  effective  uses,  investors  would  receive  a 
return  on  their  investment  related  to  the  degree  of  scarcity  of  capital.8 
As  a result  of  the  operations  of  the  free  market  under  a policy  of 
laissez  faire,  a balance  between  the  conflicting  interests  of  buyer  and 
seller — of  worker,  investor,  and  consumer — was  supposed  to  be 
established.  If  perfect  balance  throughout  were  established,  it 
would  mean  that  no  new  worker  would  find  an  appreciable  advantage 
in  going  into  one  industry  or  employment  rather  than  another  (except 
as  he  had  peculiar  qualifications),  no  new  savings  seeking  investment 
would  find  an  appreciably  higher  return  commensurate  with  the  risks 
in  one  industry  than  another,  and  no  new  consumer  coming  into  the 
market  would  find  appreciable  advantage  in  buying  from  one  group 
of  producers  rather  than  from  another  except  as  special  qualities  of 
commodity  or  service  were  required.  Finally,  the  average  return  on 
capital  would  correspond  to  the  actual  scarcity  of  capital  in  relation 
to  the  possible  uses.  If  a policy  of  laissez  faire  actually  produced 
the  above  results,  we  should  have,  not  idle  men  and  idle  machines, 
but  the  optimum  use  of  human  and  material  resources.  Presumably 
a laissez  faire  policy  was  regarded  as  in  the  public  interest  because  of 
these  promised  results  and  though  a general  laissez  faire  policy  has 
failed  to  produce  the  expected  results,  we  may  accept  the  basic 
objectives  sought  by  that  policy  as  in  the  public  interest. 

This  means  that  the  basic  objective  in  making  industrial  policy  in 
the  public  interest  would  be  to  bring  a coordination  and  balance  of 
the  conflicting  interests  of  the  same  character  which  a laissez-faire 
policy  was  supposed  to  bring.  Thus,  if  the  size  of  the  cotton  crop 
has  to  be  established  administratively,  the  basic  aim  of  public  policy 
should  be  to  make  a decision  which  would  represent  an  appropriate 
balance  between  the  conflicting  interests  of  cotton  raisers,  cotton 
manufacturers,  cotton-mill  labor,  and  cotton-cloth  consumers.9 
Here  public  interest  calls  for  the  finding  of  the  common  interests  and 
the  balancing  of  the  conflicting  interests  in  order  that  the  results  of 
economic  activity  will  more  nearly  conform  to  the  balance  which  the 
policy  of  laissez  faire  was  formerly  expected  to  produce. 

To  the  extent  that  industrial  policy  is  to  be  made  administratively, 
the  major  interests  involved  in  the  system  of  interchanges  will  resolve 
themselves  into  three  major  categories:  The  business  interest  pri- 
marily seeking  more  money  income  for  less  use  of  capital,  the  labor 
interest  primarily  seeking  more  money  wages  for  less  work,  and  the 
consumer  interest  primarily  concerned  with  obtaining  more  or  better 
goods  and  services  for  less  money.  The  farmer  interest  will  some- 
times be  a producer’s  interest,  either  as  worker  or  owner  or  both 
together;  at  other  times  it  will  be  a consumer  interest.  The  public 
interest,  therefore,  calls  primarily  for  a balancing  of  the  business, 
labor,  and  consumer  interests  which  together  constitute  industry. 
This  conflict  of  interests  is  clearly  recognized  in  the  three  advisory 
boards  attached  to  the  N.  R.  A. — the  Industrial  Advisory  Board,10 
the  Labor  Advisory  Board,  and  the  Consumers  Advisory  Board — 
and  in  their  equal  representation  on  the  Advisory  Council.  The 
conflict  is  only  partially  recognized  in  the  great  departments  of  the 

8 Differential  returns  to  particular  investors  would  reflect  the  differences  in  risk.  The  average  return 
was  expected  to  reflect  only  the  scarcity  of  capital. 

9 Other  interest  groups  could  be  included  as  the  transporters  of  cotton,  whether  railroad  or  truck,  etc., 
but  the  major  interests  are  covered  above  and  the  minor  interests  would  usually  only  supplement  one  or 
another  of  the  major  interests. 

10,It  should  be  more  properly  called  the  “Business  Advisory  Board”. 
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Federal  Government,  the  Commerce  (business)  Department  and  the 
Department  of  Labor.  The  Department  of  Agriculture  combines  the 
three  interests  for  a large  part  of  our  economy  which  still  operates  on 
an  atomistic  basis. 

The  lack  of  any  department  of  the  consumer  undoubtedly  grows 
out  of  the  recurrent  confusion  between  the  public  interest  and  the 
consumer  interest.  It  is  said  that  since  everyone  is  a consumer  and 
everyone  is  the  public,  therefore  the  two  are  the  same.  This  is  true 
with  regard  to  the  most  general  problems.  But  when  any  specific 
problem  comes  up,  it  is  at  once  clear  that  for  all  the  population  the 
interest  affected  in  making  policy  is  not  their  consumer  interest. 
The  workers  in,  let  us  say,  the  shoe  industry  are  interested  in  higher 
wages,  yet  the  consumer  interest,  that  is,  the  interest  of  all  buyers  of 
shoes  except  those  making  shoes,  is  in  lower  prices  and  presumably 
lower  money  wage  rates.  The  policy  involved  is  really  one  of  the 
ratio  of  exchange  in  part  between  the  workers  in  the  shoe  industry 
and  the  workers  in  other  industries.  To  say  that  the  public  interest 
and  the  consumer  interest  were  the  same,  i.  e.,  that  the  public  interest 
excluded  the  shoe  workers  would  be  just  as  partial  and  unproductive 
of  an  effective  operating  balance  in  the  economy  as  it  would  be  to 
say  that  workers  in  the  shoe  industry  alone  constituted  the  public 
and  that  wages  for  the  particular  industry  should  be  set  wholly 
without  regard  to  the  interests  of  the  buyers  of  shoes.  The  public 
with  respect  to  any  particular  industry  includes  both  producers  and 
consumers,  and  the  public  interest  requires  the  balance  of  these 
conflicting  interests. 

APPENDIX  G.  THE  BUSINESS  INTEREST 

Although  much  has  been  said  here  of  the  bad  effect  on  the  economy 
of  industrial  policy  made  by  business  men  and  of  the  necessity  of 
counteracting  this  tendency  to  make  bad  industrial  decisions,  yet 
industrial  policy  determined  in  the  public  interest  would  actually  be 
more  to  the  ultimate  interest  of  business  men  than  the  policy  which 
they  themselves  would  set. 

To  question  the  quality  of  industrial  decisions  made  in  the  interest 
of  maximizing  profits  or  minimizing  losses  is  to  condemn  neither  profits 
as  such  nor  the  men  who  make  such  decisions.  It  is  probable  that  if 
decisions  had  been  so  made  as  to  properly  balance  the  interests  of 
investors,  workers,  and  consumers  during  the  last  5 years,  business 
profits  would  have  been  very  much  greater  and  business  losses  would 
have  been  less,  or  would  have  been  turned  into  profits.  This  would 
have  been  accomplished,  not  by  taking  from  the  money  income  of 
workers  or  from  the  money  outgo  of  consumers  but  rather  by  greatly 
increasing  the  national  income  available  for  distribution. 

The  men  who  made  these  decisions  were  not  violating  the  rules  of 
the  business  game.  On  the  contrary,  the  very  gravity  of  the  situa- 
tion arose  out  of  the  fact  that  they  did,  for  the  most  part,  play  accord- 
ing to  the  rules  of  the  game.  Unfortunately,  the  play  according  to 
the  rules  of  the  business  community — rules  laid  down  for  an  atomistic 
economy — brought  economic  death  to  innocent  bystanders. 

The  increased  power  placed  in  the  hands  of  single  enterprises  has 
made  the  rules  of  the  business  game  almost  as  inappropriate  as  the 
Marquis  of  Queensberry  rules  would  be  to  a fight  in  the  pit  of  Madison 
Square  Garden  between  two  armored  tanks  mounting  machine  guns. 
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In  both  cases  the  power  of  the  contestants  to  do  damage  by  their 
actions  has  extended  far  beyond  their  immediate  sphere.  The  re- 
modeling of  the  Ford  product  brought  economic  depression  to  the 
whole  region  of  Detroit  just  as  effectively  as  the  machine  guns  of  one 
of  the  contestant  tanks  could  mow  down  a large  section  of  the 
audience.  Even  where  some  outstanding  men  sought  to  break  the 
rules  of  the  business  game  by  making  industrial  policy,  not  solely  in 
the  interests  of  the  immediate  profits  of  their  enterprise,  but  in  the 
public  interest,  their  actions  were  nullified  by  the  actions  of  the  mass, 
of  other  business  men. 

In  changing  the  rules  of  the  game,  the  problem  is  not  unlike  that 
of  the  crowded  excursion  boat  which  capsized  when  a large  body  of 
excursionists  rushed  to  one  rail  to  see  what  was  happening.  In  both 
industry  and  excursion  boat  rugged  individualism  works  well  so  long 
as  a multitude  of  different  individuals  decide  individually  to  do 
different  things.  Each  passenger  can  walk  where  he  chooses  so  long 
as  the  passengers  choose  to  scatter  over  the  ship.  But  when  most  of 
the  passengers  rush  to  one  rail  great  damage  is  done.  Of  course,  we 
might  say  that  God  is  just  and  drowns  those  foolish  enough  to  rush 
to  the  rail.  This  is  exactly  what  the  traditional  economist  says  of 
business.  Yet  the  boat  takes  down  with  it  all  its  passengers,  whether 
they  rushed  to  the  rail  or  not,  and  so  does  business. 

In  the  case  of  the  excursion  boat,  a line  of  obstructions  down  the 
center  of  the  boat  and  a few  deck  stewards  trained  to  break  up  any 
undue  rush  would  be  sufficient  to  prevent  a recurrence  of  the  upset 
without  the  necessity  of  interfering  with  the  passengers’  normal  indi- 
vidual liberty  to  walk  around  the  deck  as  they  pleased.  The  individ- 
ual business  man  has  everything  to  gain  from  having  his  actions 
impeded  or  deflected  at  the  points  where  they  are  likely  to  produce 
destruction  or  economic  collapse. 

APPENDIX  H.  LABOR  INTEREST 

The  effect  of  pressure  from  labor  upon  industrial  policy  will  vary 
with  the  particular  aspect  of  labor  interest  which  its  representatives 
are  pressing  at  any  time.  In  each  industry,  labor  has  two  interests: 
(1)  An  interest  in  full  and  steady  employment  which  calls  for  the 
full  and  continuous  operation  of  that  industry;  and  (2)  an  interest 
in  higher  money  wages  which  calls  for  a division  of  the  money  spoils 
more  nearly  in  its  favor.  It  has  usually  no  consumer  interest  in  its 
own  industry,  although  the  individual  workers  have  an  important 
consumer  interest  in  other  industries. 

American  labor  organization  (except  for  the  revolutionary  unions) 
has  been  built  upon  the  principle  of  securing  a favorable  division  of 
the  money  spoils  through  collective  bargaining.  It  has  not  been 
primarily  concerned  with  maintaining  employment  or  protecting 
real  wages  through  price.  In  the  face  of  rising  prices,  its  pressure 
has  been  to  raise  wages  to  cover  those  prices  rather  than  to  keep 
prices  down.  Moreover,  where  labor  has  been  represented  by  the 
spokesmen  for  exclusive  groups  of  workers,  as  in  the  building  trades,, 
its  interest  in  high  money  wages  for  its  own  group  of  workers  has  led 
it  to  disregard  the  interests  of  the  rest  of  labor  and  to  agree  to  or  to 
force  industrial  policy  which  often  curtails  employment  and  raises 
prices. 
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In  only  a few  cases — e.  g.,  the  Amalgamated  Clothing  Workers  or 
the  role  played  by  organized  labor  in  Josephine  Roche’s  Rocky 
Mountain  Fuel  Co. — has  labor  shared  in  industrial  policy  mak- 
ing beyond  seeking  its  share  of  the  spoils.  The  N.  R.  A.  has 
given  labor  a new  role.  The  spokesmen  for  labor,  whose  experience 
has  frequently  been  that  of  representing  an  exclusive  labor  group 
rather  than  the  whole  body  of  labor  in  the  industry,  have  not  infre- 
quently carried  to  their  new  policy-making  responsibilities  the  atti- 
tudes which  have  gone  with  collective  bargaining.  Labor  representa- 
tives are  always  in  danger  of  being  persuaded  by  the  offer  of  a slightly 
larger  share  in  the  spoils  (witness  the  agreement  of  labor  to  restriction 
of  production  in  the  cotton-textile  industry)  to  accept  a policy  which 
is  neither  in  the  interest  of  labor  nor  the  public. 

The  problem  of  building  labor  into  the  structure  of  industry  as  a 
participant  in  the  making  of  industrial  policy  thus  involves  a shift  on 
the  part  of  labor  representatives  from  almost  exclusive  preoccupation 
with  the  sharing  of  the  money  spoils  by  any  exclusive  group  of  workers 
to  the  increase  in  the  total  spoils  to  be  distributed,  not  only  in  money 
but,  through  low  prices,  in  goods.  It  means  a primary  regard  for  the 
interest  of  the  whole  body  of  workers  in  employment  and  real  income 
for  all.  It  involves  the  reorienting  of  labor  organization  to  a new 
kind  of  job,  the  technical  training  of  its  representatives  which  will 
enable  them  to  recognize  labor’s  interest  in  a complex  industrial  situ- 
ation, and  the  recognition  of  the  importance  of  the  interests  of  workers 
as  consumers.  This  does  not  mean  that  collective  bargaining  over  a 
division  of  the  spoils  does  not  remain  a function  of  labor  organization, 
but  only  that  a new  responsibility  of  sharing  in  the  making  of  industrial 
policy  needs  to  be  assumed. 

APPENDIX  I.  THE  CONSUMER  INTEREST 

The  consumer  interest  as  an  organized  interest  administratively 
represented  is  new  to  both  economic  and  political  organization  in 
America.  The  Consumers  Advisory  Board  of  N.  R.  A.,  the  Con- 
sumers’ Counsel  of  A.  A.  A.,  and  the  Consumers’  Division  of  the 
National  Emergency  Council  are  the  first  specifically  consumer  agen- 
cies to  be  set  up  in  Washington.  Except  for  the  relatively  weak 
consumer  cooperative  movement,  and  the  small  membership  organi- 
zation, Consumers’  Research,  organized  consumers  have  played  no 
significant  industrial  role. 

Under  traditional  laissez  faire  conditions,  the  consumer  had  a large 
share  in  determining  the  course  of  economic  activity  through  his 
purchasing  here  or  there,  buying  or  refraining  from  buying.  Indeed, 
the  primary  justification  for  a system  of  laissez  faire  has  been  the 
assertion  that  if  each  individual  were  allowed  to  produce  and  sell 
freely  in  the  market  in  the  interest  of  his  own  profit,  the  net  result 
would  be  a system  which  approached  the  ideal  from  the  point  of  the 
consumer.  The  great  advantage  of  the  traditional  thesis  was  the  per- 
fect and  reasonable  service  which  it  promised  the  consumer.  In  many 
cases  the  consumer  has  been  deified  as  the  arbiter  of  industrial  policy, 
since  the  loss  of  his  patronage  was  supposed  to  be  so  immediately 
effective  in  causing  price  readjustments. 

Undoubtedly,  in  the  days  of  small  enterprises,  there  was  much 
validity  in  this  picture.  The  consumer  was  in  a position  to  shift  his 
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trade  from  one  competitor  to  another  offering  the  same  article,  to 
come  face  to  face  with  the  seller  and  bargain  with  him  on  relatively 
equal  terms,  to  know  perhaps  as  much  as  the  seller  about  the  quali- 
ties of  the  article  offered  for  sale.  The  consumer  could  exercise 
a very  real  control  over  production  and  over  the  prices  at  which 
sales  were  actualW  made.  So  long  as  the  organization  of  economic 
activity  was  brought  about  primarily  through  the  free  market,  the 
consumer  was  in  a position  to  carry  his  share  in  controlling  the  eco- 
nomic process. 

The  development  of  administrative  power  in  place  of  market  co- 
ordination has  greatly  weakened  the  position  of  the  consumer.  The 
concentration  into  great  units  has  steadily  reduced  the  control  which 
the  consumer  can  exercise  over  enterprise  activity  through  the  market 
place.  The  consumer  is  faced  with  administered  prices,  a “take  it  or 
leave  it”  policy,  and  only  a few  sellers  of  each  particular  product. 
No  longer  can  he  come  face  to  face  wth  the  owner  of  the  enterprise 
with  which  he  is  doing  business.  Nor  has  he  a multitude  of  sellers 
whom  he  can  pit  one  against  the  other  for  his  business.  To  an  increas- 
ing extent  he  is  in  an  unfavorable  bargaining  position  and  is  forced  to 
take  what  is  offered  at  the  price  at  which  it  is  offered  or  go  without. 

His  position  is  further  weakened  by  the  barrage  of  advertising  to 
which  he  is  subjected.  In  a great  number  of  cases,  moreover,  he 
has  to  buy  commodities  of  whose  characteristics  he  can  know  little, 
yet  whose  qualities  are  well  known  to  the  seller  or  manufacturer. 
Unlike  like  consumers  in  a simpler  economy,  the  modern  consumer 
meets  the  bulk  of  his  wants  through  purchases  and  tends  to  be  unfa- 
miliar with  the  actual  making  of  the  commodities  which  he  buys. 
Yet  these  commodities  are  to  an  increasing  extent  made  of  highly 
fabricated  materials  about  which  science  has  given  the  manufacturer 
a wealth  of  knowledge.  Thus,  not  only  is  the  consumer  no  longer  in 
a position  to  bargain  face  to  face  with  the  seller  and  share  directly  in 
the  determination  of  price,  but  he  is  bludgeoned  into  buying  some- 
thing about  which  he  knows  vastly  less  than  the  seller  or  manufacturer. 
Though  the  consumer  is  frequently  hailed  as  the  objective  of  all 
attention,  the  effect  of  the  shift  from  coordination  of  activity  by  the 
free  market  to  administrative  action  has  steadily  reduced  the  direct 
influence  of  the  consumer  on  price-and-production  policy. 

Weak  though  the  consumer  is,  his  point  of  view  would  seem  to  be 
an  essential  ingredient  in  the  making  of  industrial  policy,  for  his 
interest  is  in  the  very  things  which  constitute  industrial  policy, 
namely,  the  production  and  distribution  of  goods  and  services,  while 
business  interest  remains  preoccupied  with  creating  value.11  fM 

It  has  been  traditional  among  both  economists  and  business  men 
to  view  the  economic  process  as  a process  of  production,  looking  down 
the  stream  of  goods  and  regarding  consumption  as  the  last  step  where 
the  goods  go  over  the  Niagara  Falls  into  the  maw  of  the  consumer. 
Actually,  there  is  just  as  great  logical  justification  for  describing  the 
whole  economic  process  as  one  of  consumption.  We  consume  raw 
materials,  we  consume  labor,  and  each  step  in  the  process  is  a step 
in  the  consumption  of  available  resources.  Here  the  point  of  view 
adopted  is  at  the  lower  end  of  the  stream  of  goods  looking  upstream. 
Goods  move  toward  the  observer  not  away  from  him. 


11  When  labor  organizations  act  in  the  interest  of  wages  rather  than  of  employment,  they  are  exerting 
pressure  toward  value  rather  than  toward  production. 
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These  two  opposing  points  of  view  do  not  change  the  character  of 
the  economic  process,  but  they  do  cast  into  the  foreground  different 
aspects  in  that  process  and  make  for  a quite  different  emphasis.  To 
the  producer-minded,  the  first  thought  in  an  industrial  program  is: 
“How  can  the  existing  productive  instruments  be  made  to  return 
value?”  To  the  consumer-minded,  the  first  thought  is:  “What 
goods  are  needed  for  ultimate  consumption?”  To  the  producer- 
minded,  the  curtailment  of  production,  limitation  of  hours,  and 
lifting  of  prices  can  appear  to  be  a satisfactory  solution  to  a specific 
problem.  The  person  habitually  adopting  the  consumer  point  of 
view  will  never  be  misled  into  producing  scarcity  of  goods. 

In  meeting  any  specific  situation,  it  is  essential  to  recognize  that 
the  public  interest  and  the  consumer  interest  are  not  identical.  The 
consumer  interest  is  only  one  of  the  many  economic  interests  involved 
in  our  economy — it  is  the  interest  of  buyers  rather  than  that  of  in- 
vestor, workers,  producers,  sellers.  To  confuse  the  public  interest 
with  the  much  more  specific  consumer  interest  is  to  lose  sight  of  the 
even-handed  balance  which  is  implicit  in  the  term  1 1 the  public  inter- 
est”, even  though  all  persons  are  consumers  and  all  persons  are  also 
the  public.  The  lack  of  identity  between  consumer  and  public  in- 
terests is  apparent  in  any  specific  situation  where  the  difference  in 
interest  between  the  various  groups  involved  is  clear,  and  the  general 
identity  of  those  who  constitute  the  body  of  consumers  and  the  public 
does  not  obscure  this  difference.  Thus,  if  the  size  of  the  cotton  crop 
is  under  consideration,  the  consumer  interest  and  the  cotton  farmer’s 
interest  may  be  in  conflict.  Yet  both  groups  together  constitute 
the  public.  To  place  any  Government  official  in  the  position  of  hav- 
ing to  represent  both  the  public  interest  and  the  consumer  interest  is 
to  make  him  both  judge  of  all  parties  and  counsel  for  one  of  the 
parties  at  interest.  The  confusion  between  consumer  and  public 
interests  has  made  the  N.  It.  A.  fail  in  the  past  year  to  give  such 
weight  to  the  consumer  interest  in  arriving  at  its  decisions  as  would 
best  serve  the  public  interest  to  which  the  N.  It.  A.  is  devoted. 

The  organization  and  effective  representation  of  the  consumer  point 
of  view  could  take  two  quite  distinct  forms — the  organization  of  in- 
dividuals as  consumers  and  the  organization  of  the  consumer  interest. 
The  difficulty  of  organizing  consumers  as  individuals  has  often  been 
pointed  out.  Nobody  is  a consumer,  because  everybody  is  a con- 
sumer ; everybody  is  also  a producer  and  people  are  more  likely  to  act 
in  their  interest  as  producers  than  as  consumers.  The  weakness  of 
the  consumers’  cooperative  movement  in  the  United  States  is  fre- 
quently cited  as  evidence  of  the  failure  to  get  organized  consumer 
activity. 

Much  more  feasible  is  the  organization  and  representation  of  the 
consumer  interest,  for  existing  organizations  which  are  not  specifically 
producer  organizations — e.  g.,  professional  groups,  engineers,  chemists, 
etc.,  or  women’s  organizations — can  function  in  the  interest  of  their 
members  as  consumers,  and  even  definitely  producer  organizations, 
such  as  farm  or  labor  organizations,  can  act  for  their  members  in  the 
many  specific  situations  in  which  the  interest  of  their  members  is 
primarily  a consumer  interest.  Most  importantly,  the  technicians 
are  the  logical  representatives  of  the  consumer  interest,  since  their 
interest  and  skill  are  devoted  to  producing  goods  and  services,  not 
values. 
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APPENDIX  jjjmE  FARMER’S  INTEREST 

The  farmer  is  the  prototype  of  the  enterprise  unit  to  which  laissez 
faire  applied  and  for  which  the  market  tends  to  operate  most  nearly 
according  to  the  pattern  indicated  by  that  philosophy.  If  it  were 
not  for  the  concentration  in  other  fields,  it  is  quite  probable  that  indus- 
trial policy  in  the  field  of  agriculture  could  be  left  entirely  to  the 
market.  As  it  is,  the  farmer  has  been  forced  to  deal  with  large 
organized  units,  both  in  buying  agricultural  implements,  fertilizer, 
etc.,  and  in  selling  to  packers,  milk  distributors,  tobacco  manufactur- 
ers, sugar  refiners,  etc.,  so  that  he  is  no  longer  connected  to  the  ulti- 
mate consumer  by  a free  market.  The  flexibility  of  his  prices  has 
made  him  bear  the  brunt  of  price  adjustments,  while  as  a purchaser 
of  industrial  goods  he  has  been  confronted  with  a policy  of  high  price 
maintenance.  The  market  for  his  products  has  at  the  same  time  been 
curtailed  by  the  destruction  of  the  purchasing  power  of  the  unem- 
ployed resulting  from  the  industrialist’s  policy  of  curtailing  produc- 
tion. It  is,  to  a large  extent,  his  relations  with  the  rest  of  the  economy 
rather  than  the  problems  of  his  own  industry  which  place  the  farmer 
in  a difficult  position. 

It  is  quite  probable  that,  once  recovery  has  been  brought,  and  if  a 
suitable  industrial  policy  can  be  established  in  the  processing  and 
marketing  industries,  most  agricultural  problems  with  respect  to 
policy  can  be  left  to  the  market,  except  as  techniques  are  developed 
for  insuring  against  crop  failures,  facilitating  the  removal  of  sub- 
marginal land  from  cultivation,  etc. 

The  farmer  has  a vital  interest  in  the  industrial  policies  of  the 
processing  and  marketing  industries  and  in  the  industries  making  the 
things  which  he  buys  and  would  need  to  be  represented  either  as  farmer 
or  as  consumer  on  any  bodies  making  policy  with  respect  to  those 
industries. 

APPENDIX  K.  AN  AMERICAN  BASIS  FOR  ECONOMIC  REORGANIZATION 

1.  Any  satisfactory  technique  for  the  making  of  industrial  policy 
must  be  relevant  both  to  the  factual  situation  and  to  American 
traditions. 

2.  The  facts  to  be  met  are: 

(a)  Laissez  faire  has  failed;  i.  e.,  the  market  mechanism  has  broken 
down. 

(b)  The  banking  and  money  system  has  failed  to  meet  the  needs  of 
modern  technology  and  modern  industrial  organization. 

(c)  Modern  technology  makes  possible  a high  standard  of  living 
for  all. 

(d)  Modern  technology  requires  great  administrative  organiza- 
tions. 

(e)  These  industrial  organizations  must  be  coordinated  and  their 
operation  in  the  public  interest  insured. 

3.  The  American  tradition  demands  that  a solution  be  sought 
which  preserves  the  maximum  of  liberty,  democracy,  and  oppor- 
tunity and  at  the  same  time  provides  plenty  and  security  and  lies 
wholly  within  the  framework  of  the  Constitution. 

4.  Neither  the  evidence  of  the  facts  nor  the  conviction  of  the  Ameri- 
can people  has  established  or  accepted  the  principle  that  democracy 
itself  has  failed,  or  that  the  social  management  made  necessary  by 
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modern  technology  and  the  break-down  of  the  market  requires  dicta- 
torship, regimentation,  the  loss  of  civil  liberties,  or  the  elimina- 
tion of  profit  making  and  a reduction  in  the  exercise  of  individual 
initiative. 

5.  The  positive  principles  for  economic  reorganization  which  fit  the 
fact  situation  and  which  are  consonant  with  the  American  tradition 
are: 

(a)  Responsibility  should  be  linked  to  power,  wherever  such  power 
lies,  whether  in  the  hands  of  business,  labor,  farmer,  or  consumer 
groups. 

(b)  Any  group  should  have  the  free  right  to  organize  and  act  for 
the  furtherance  of  its  own  interest,  provided  that  such  action  is 
responsible  and  that  it  does  not  impair  the  operation  of  the  economic 
machine. 

(c)  A balance  of  economic  interest  should  be  maintained  among  the 
groups  which  make  up  industry. 

(d)  A balance  should  be  achieved  between  centralization  and  de- 
centralization, with  the  maximum  decentralization  compatible  with 
adequate  coordination. 

(e)  Human  and  material  resources  should  be  used  to  the  full. 

(/)  To  government  should  be  entrusted  those  things  which  govern- 
ment can  do  best,  leaving  to  the  separate  elements  in  industry  those 
things  which  each  can  do  best  and  assigning  to  groups  combining 
both  government  and  the  elements  of  industry  those  things  which 
neither  government  nor  the  several  groups  in  industry  can  do  well 
alone. 

6.  The  essential  structure  of  a reorganized  economy  should — 

(a)  Maintain  existing  institutions,  both  economic  and  govern- 
mental, intact  as  far  as  possible. 

(b)  Use  the  market  mechanism  wherever  it  can  continue  to  function. 

(c)  Supplement  or  supplant  the  market  mechanism  by  devices  for 
the  determination  of  industrial  policy — code  authorities,  crop-control 
committees,  etc.,  which  adequately  represent  the  several  economic 
interests  involved  and  which  are  neither  wholly  private  nor  wholly 
governmental  but  constitute  a “ partnership  ” between  government 
and  industry. 

(d)  Make  further  provision  for  the  smooth  and  equitable  function- 
ing of  the  economic  machine  through  a banking  system  designed  to 
meet  the  monetary  needs  of  the  economy,  such  adjustment  of  the  flow 
of  investment  as  will  insure  a balance  between  saving  and  spending, 
and  adequate  provision  through  social  insurance  or  otherwise  for  the 
victims  of  the  accidents  and  adjustments  from  which  no  economic 
system  can  be  free. 

APPENDIX  L.  THE  NECESSITY  FOR  SUPPLYING  THE  RIGHT  AMOUNT 
OF  MONETARY  MEDIUM 

1.  The  present  banking  system  is  organized  to  fit  an  atomistic 
economy — i.  e.,  an  economy  in  which  practically  all  industrial  policy 
is  made  in  the  impersonal  market  and  in  which  no  individuals  or 
organized  groups  have  any  significant  power  over  industrial  policy. 
It  assumes  that  prices  are  highly  flexible  and  that  adjustment  to 
changing  conditions  takes  place  rapidly  through  changing  prices. 

2.  In  our  actual  economy,  such  extensive  powers  over  industrial 
policy  are  exercised  by  individuals  in  many  industries  that  prices  in 
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those  industries  become  relatively  inflexible  and  adjustment  to 
declining  demand  is  made  through  reduction  in  volume  of  production 
rather  than  in  price,  with  the  resulting  curtailment  of  employment 
and  dearth  of  spending  power. 

3.  It  is  this  introduction  of  wide-spread  price  rigidities  into  the 
economic  system  which  necessitates  a rebuilding  of  the  banking 
system  to  fit  this  changed  condition. 

4.  Where  prices  are  highly  flexible,  a moderate  change  in  the 
volume  of  the  monetary  medium  (including  commercial  bank  de- 
posits as  part  of  the  monetary  medium)  produces  very  little  economic 
disruption.  If  the  volume  of  the  monetary  medium  is  reduced,  there 
will  be  a slight  contraction  in  the  demand  for  all  sorts  of  different 
commodities,  prices  will  drop  slightly  in  almost  every  industry,  and 
a new  price  level  will  be  established  which  is  in  balance  with  the 
reduced  supply  of  money.  The  same  thing  would  happen  whenever 
conditions  developed  such  that  a larger  volume  of  money  was  needed 
to  support  the  existing  level  of  prices  and  the  actual  volume  of 
money  remained  constant.  Prices  would  readjust  at  a lower  level 
without  serious  economic  dislocation.  The  presence  of  rigid  debt 
would,  of  course,  mean  that  a drop  in  price  level  would  make  the 
debt  burden  heavier  on  particular  individuals,  but,  if  there  were  no 
depression  and  no  serious  drop  in  prices,  the  shifting  burden  of  debt 
would  be  of  secondary  importance.  This  means  that  changes  in  the 
volume  of  money  could  then  be  looked  upon  as  unimportant.  In 
such  an  economy,  there  would  be  no  problem  of  supplying  the  right 
amount  of  money. 

5.  The  present  Federal  Reserve  System  was  drafted  with  the  ex- 
press aim  of  taking  advantage  of  this  assumed  unimportance  of 
changes  in  the  volume  of  money  and  of  price  level  so  as  to  insure  the 
utmost  safety  of  the  money  medium  by  having  it  based,  at  least  so 
far  as  deposits  are  concerned,  on  prime  commercial  paper.  This 
meant  that  the  volume  of  money  was  expected  to  fluctuate  with  the 
volume  of  business  activity  so  that  a drop  in  business  activity  would 
bring  a drop  in  the  volume  of  money  outstanding. 

6.  Where,  in  an  important  number  of  industries,  individual  business 
men  are  in  a position  to  hold  prices  and  reduce  production — i.  e., 
where  prices  are  inflexible  and  changes  in  demand  affect  not  price 
but  volume  of  production  and  volume  of  employment — a change  in 
the  price  level  due  to  a moderate  change  in  the  volume  of  money 
(or  in  the  need  for  money)  becomes  a matter  of  major  consequence. 
If  the  volume  of  money  is  reduced,  it  tends  to  produce  a slight  drop 
in  demand  for  all  sorts  of  commodities.  In  those  industries  in  which 
prices  are  flexible,  prices  drop  as  a result  of  the  drop  in  demand  for  all 
sorts  of  commodities.  In  those  industries  in  which  control  over 
industrial  policy  is  sufficient  to  hold  prices,  the  drop  in  general 
demand  tends  to  result  in  a drop  in  production,  increased  unemploy- 
ment, reduction  in  the  incomes  of  both  workers  and  investors,  and  a 
further  drop  in  general  demand.  This  in  itself  could  set  up  a serious 
recession  in  business  which  could  amplify  itself  into  a serious  depres- 
sion. Likewise,  if  the  volume  of  money  were  to  remain  constant  when 
conditions  developed  such  that  a larger  volume  of  money  was  required 
to  support  the  existing  price  level,  a general  drop  in  demand  would 
result  with  the  same  effect  as  if  the  volume  of  money  had  been  reduced. 
(Perhaps  something  like  this  happened  in  the  latter  part  of  1929, 
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thus  aggravating  the  recession  in  business  activity  in  the  capital  goods 
industries,  which  was  already  under  way.)  It  is  thus  apparent  that 
where  prices  are  inflexible  a serious  decline  in  business  activity  could 
result  from  purely  monetary  causes  and  that  in  such  cases  the  remedy 
would  be  an  expansion  in  the  volume  of  the  monetary  medium  at  the 
time  when  business  activity  was  declining. 

7.  This  means  that  the  banking  system  has  been  organized  on  the 
assumption  of  flexible  prices,  with  the  aim  of  reducing  the  volume  of 
money  when  business  activity  declined,  yet,  due  to  the  rigidity  of 
prices  it  is  expansion  of  the  volume  of  money  which  may  be,  and 
probably  is,  required  to  prevent  further  decline  in  business  activity. 
This  means  that  the  present  banking  system,  insofar  as  it  works  as 
its  creators  intended,  tends  to  reduce  the  volume  of  money  at  the 
very  time  when  its  increase  is  required  for  a proper  functioning  of  the 
economic  machine. 

8.  It  is  thus  clear  that  where  extensive  price  inflexibility  exists  in 
the  economy,  the  banking  system  must  not  only  perform  its  well- 
recognized  function  of  supplying  safe  money,  but  it  must  also  supply 
the  right  amount  of  money. 

9.  The  right  amount  of  money  would  be  the  amount  which  would 
put  the  least  pressure  for  a general  revision,  upward  or  downward, 
of  the  relatively  inflexible  prices.  When  an  economy  was  functioning 
properly,  this  would  mean  keeping  the  relatively  flexible  prices  in  line 
with  the  less  flexible  prices.  This  would  also  tend  to  keep  debt,  and 
particularly  money,  at  a more  constant  purchasing  power.  In  a de- 
pressed economy,  this  would  mean  a gradual  increase  in  money  volume 
(or  a decrease  in  the  need  for  money)  to  bring  the  prices  of  the  more 
flexibly  priced  commodities  into  line  with  the  rigidly  priced  commodi- 
ties; i.  e.,  those  in  which  important  elements  of  industrial  policy  tend 
to  be  made  by  individuals  rather  than  by  the  market.  Such  a lift 
in  the  more  flexible  prices  could  not  be  brought  about  effectively  by 
monetary  action  unless  the  making  of  industrial  policy  were  in  appro- 
priate hands,  since  the  phobia  with  respect  to  inflation  would  lead 
to  arbitrary  lifting  of  the  prices  in  the  industries  in  which  prices  are 
subject  to  the  control  of  individuals  (witness  the  price  history  of  some 
industries  in  1933),  thus  defeating  the  objective  of  monetary  policy. 

10.  The  establishment  of  appropriate  monetary  policy  (assuming 
industrial  policy  is  taken  care  of)  requires  (1)  that  a technique  should 
be  established  for  keeping  close  track  of  prices  of  varying  degrees  of 
flexibility  and  particularly  their  relation  to  each  other  as  an  indica- 
tion of  appropriate  policy  and  (2)  that  control  over  the  volume  of 
money  should  be  in  some  central  body,  presumably  the  Federal 
Government. 
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